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FOREWORD 


By Homer J. Livingston 

Chairman of the Board 
The First National Bank of Chicago 


No OTHER SINGLE FUNCTION THAT THE BANKS OF THIS COUNTRY 

perform is more important than the extension of credit. 

Bank credit plays a significant role in providing funds for the operation 
of business, industry, and economic activities of all kinds, as well as for 
the personal financial needs of millions of Americans. Some businesses 
borrow only occasionally from banks for special purposes. Many busi- 
nesses, however, borrow regularly to take care of seasonal needs or to 
finance an increasing volume of business, fn addition, with the growing 
use of instalment credit, which enables individuals to buy many types of 
durable goods by borrowing from banks, the lending facilities of banks 
are being used by more and more individuals. 

A number of principles of sound lending practice have been developed 
through decades of experience. No banker can manage his bank in the 
best interests of his stockholders, his depositors, and his community if he 
does not understand these principles and observe them in extending credit. 
Moreover, there is a practical need for an integrated study in one volume, 
such as this one, which covers the operation of a credit department; the 
sources of credit information; a critical analysis of balance sheets, profit 
and loss statements, surplus accounts, business budgets, and trial balances; 
unsecured and secured loans; term loans; letters of credit; certain legal 
aspects of bank loans; loans on assigned accounts; and slow loans and 
workouts, together with a large number of practical loan illustrations. 
Changes in recent years in the types of bank loans and in the relative 
significance of the different kinds of loans, make it desirable to have these 
trends analyzed and well understood. 

The banker can serve the growing economic needs of his community 
by the sound extension of credit. At the same time he must earn an ade- 
quate return for his stockholders and provide safety for his depositors. 

vn 



VJII FOREWORD BY HOMER J. LIVtNGSTON 
llicsc several responsibilities nuke it impcratisc that he understand thor- 
oughK the pnnaplcs he must obscnc if he is to extend credit safely and 
for the muiua) benefit of the borrower and the bank 
llus book presents a comprehensue discussion of one of the most im- 
ponant rcsponsibilines of bank management— the extension of credit On 
this subject no banker can be too well informed 
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The loan-making activities of commercial banks and trust 
companies constitute one of the most significant phases of their opera- 
tions. Prior to the mid-thirties, earnings from loans and discounts consti- 
tuted the largest single item in the profit-and-loss statements of most 
banking institutions. Then for some years loans and discounts seemed to 
occupy a less important position in the earning assets of the average bank. 
This was the result of the large investment in the obligations of the 
United States Government. The increased and expanded activities of the 
Federal government during the economic depression of the thirties, fol- 
lowed by the defense and war programs of the forties, resulted in large 
expenditures by the Federal government, accomplished by means of 
deficit financing. Obviously the investments of the banks in the obliga- 
tions of the United States increased, and they came to bulk larger and 
larger in the bank portfolios. 

In the year ended on December 31, 1950, loans constituted 41.2 per cent 
and bond investments 58.8 per cent of total loans and bond investments 
of Si 26.6 billion for all commercial banks. The percentage in loans rose 
from 41.2 per cent on December 31, 1950 to 51.3 per cent on December 
31, 1955. In the same period the percentage in bond investments fell from 
58.8 per cent to 48.7 per cent. The latest figures available for all com- 
mercial banks indicate that on April 12, 1961, loans amounted to 58.9 
per cent and bond investments to 41.1 per cent of total loans and bond 
investments of $197.5 billion. Since 1950, therefore, there has been almost 
a complete reversal in the percentage figures. However, even in 1950 the 
sound management of loans amounting to $52.2 billion represented a re- 
sponsibility of the greatest importance. 

The loan-maldng activities are the economic lifeblood not only of 
banking and financial institutions but, in many ways, of our whole system 
of free enterprise. 

In view of these facts, it is strange that there should be a dearth of 
practical literature on loan operations. A number of volumes have been 
published on the general subject of financial statement analysis, but none 
of them has discussed the matter essentially from the point of view of 
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those men who have spent years of their lives in banking but who would 
like an opportunity to refresh their thinking by a study of statement 
analysis, loan-making experiences of other bankers, and special phases of 
the subject of particular interest to them. 


H. V. P. 
R. A. F. 
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chapter I 


OPERATIONS 
AND FUNCTIONS 


Loans made by commercial banks and trust companies to 
their customers have constituted for many years the largest single item in 
the earning assets of American banks, followed by investments in United 
States Government and other securities. During some years, however, the 
difference in the amount of income from current operations in each of 
these two sources has tended to become less as the percentage derived 
from loans and discounts became smaller, and as the percentage derived 
from investments, primarily in the securities of the United States Govern- 
ment, increased. 

This trend developed particularly during the depression of the 1930’s, 
when there was a relatively small demand for bank loans and when the 
Federal government was engaged in financing a budget deficit by the sale 
of government securities, many of which found their way into the bond 
portfolios of banks. The development was further accelerated by World 
War II, the financing of which resulted in billions of dollars of govern- 
ment obligations finding their way into bank investment accounts. This is 
illustrated by the fact that 47.60 per cent of the aggregate income from 
current operations of all national banks for the year ending December 31, 
1940, was derived from loans and discounts, and 32.85 per cent from 
interest and dividends on investments. For the year ending December 31, 
1945, five years later, the income from loans and discounts had dropped 
to 27.73 cent, and the income from investments had increased to 
55.18 per cent. However, with the end of the war and the return to peace, 
loans and discounts again became the principal earning asset of national 
banks. For the year ending December 31, 1948, the income from loans and 
discounts was 46.86 per cent and from the interest and dividends on invest- 
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mcnts, }6 29 p«r cent. Bj December ji, i960, the income from loans and 
discounts had nsen to 63 63 per cent, and the interest and dindends on 
insestmcnts had declined to 21 71 per cent 

Without exception ct er^ loan made bj a banking institution int oU cs 
some element of risk The hazard may lie in a decline of unusual magnitude 
m the market laluc of secundes listed on stock e.Tchangcs or traded m 
over the counter, in a sudden or radical change in the managerial policies 
of business enterprises in strikes, in inertia, m a drop m the market xalue 
of ran matenals or of manufactured products, or in a fear psychosis that 
contracts sales and profits The unpardonable sin m bank lending is to grant 
a loan with an inadequate background of essennal credit data Nexerthe- 
Icss, loam are sometimes actuall) made without obtaimng essendal infor- 
mation regarding a borrow cr s abihtj to repa) All too frcqucntl) in such 
cases the banker ulumateh finds that recox er) is excecdinglj difficult 

In still other cases borrowers haxe been known to obtain loans from 
tw o or three banking institutions w ithout rex ealing this fact to any of 
them. In such instances losses would haxe been avoided by a simple 
request for a current financial statement, which would have placed the 
borrower under the obligation of rexealing his exact financial condition 

The two essential principles of good banking are safet) and profits The 
operaoons of a commercial bank or trust companj must be sufficient!) 
profitable to meet running expemes and normal losses, provide a reason 
able amount for reserxes agaimt future conungencics, and assure a fair 
return to the stockholders for the use of the funds funushed by them and 
for the inxcstmcnt risk thev haxe assumed On the other hand, operations 
must be earned on safcl) if the bank is nghtl) to ment pubbe confidence 
and to continue m activ e business 

To safeguard depositors to serve his commumtv properl), and to make 
a fair profit for his stockholders, a banker must assume nsl^ in the exten- 
tftsx xVitst Tis’Ni nrotsi k»c xo a reasonably safe minimum 
To know how far he ma) go in assuming credit risks is a senous responsi- 
bibt) of the banker 

The onl) sound basis for the extension of credit is complete and accurate 
information regarding cverv detail pemnent to a borrower’s credit stand 
mg Moreover, with constant changes in the financial condition of many 
of a banks customers credit data must be kept current if it is to be 
helpful in the granting of loans This is likewise true in the handling of 
the bank s inv cstment portfolio Credit data can best be collected and 
maintained b) a credit department or, at least, b) one or more persons 
who speaalce in credit work 
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THE DEVELOPMENT OF THE BANK CREDIT DEPARTMENT 

In A Pvcicticcil Ti estise on B(i 7 ikh 2 gf published over one hundred years 
ago, James William Gilbart, then the progressive general manager of the 
newly organized London and Westminster Bank in London, England, 
emphasized in a practical manner that every banker should keep an 
“information book.” Banker Gilbart held that this book should contain 
“the character of all the houses about whom [sic] he has had occasion to 
make inquiries.” He continued: 

There is no doubt that a banker of great experience, and of a strong memory, 
may always bear in his mind a very correct estimate of the standing and 
character of all the houses that usually come under his notice. But this does 
not supersede the necessity for recording his information in a book. His 
memory may fail, and that too on important occasions; and certainly if he 
leave the bank for a short time, as he must sometimes have occasion to do, he 
will carry his memory with him. But if the Information Book be closely kept 
up, he will record his knowledge for the use of those who will have to take 
his place. It is no valid objection to the keeping of such a book, to say that 
the position of houses is perpetually changing. Those changes should be 
recorded, so that their actual standing should always be readily referred to. 
If a banker is requested by a customer to make inquiry about a house, he 
should record the information he gets for his own guidance, in case any bills 
on that house should afterwards be offered him for discount.^ 

The establishment of credit departments in American banking institu- 
tions probably dates from about 1 890. The exact date of the organization 
of the first bank credit department is unknown, but in November 1892, 
James G. Cannon^ delivered an address on bank credits at Drexel Insti- 
tute, Philadelphia, in which he stated that there were then no more than 
half a dozen credit departments in as many banks in the United States.^ 
There were 9,338 active banking institutions in the country at that time, 
represented by 3,759 national banks, 3,191 state banks, 168 loan and trust 
companies, 1,059 savings banks, and i,i6i private banks.^ 

Even by 1900 credit departments of banking institutions and mercantile 

' James William Gilbart, A Practical Treatise on Banking (2nd ed., New York: 
George P. Putnam, 1851), pp. 16-17. . , 1 r 

= At that time Air. Cannon was a vice-president of the Fourth National Ba^ of 
New York. In June 1914 the Fourth National Bank was absorbed by the Mechamcs 
and Metals National Bank, and in April 1926 the Mechanics and Aletals National Bank 
Was merged with the Chase National Bank (now the Chase Manhattan National Bank), 
New York. 

^ Chester Arthur Phillips, Bank Credit (New York: The Macmillan Company, 1923), 
p. 144. 

* Report of the Comptroller of the Currency (1892), Vol. i, pp. 85-6. 
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houses were fc^v and far bemecn, and those few -were generall) regarded 
as w%\omTy experiments Some progress had been made in the establish- 
ment of credit departments in banking institutions m New York Gty 
The National Shaw mut Bank and the First National Bank, both of Boston, 
insututcd credit departments m 1903, and several of the principal banking 
insncutions of Philadelphia established credit departments at approximatelj 
the same time * 

Naturallj the credit information that these earl} departments gathered 
and anal}’zed was less extensive and less authoritative than that obtained 
about the t}pical borrowing account toda} The practice of exchanging 
information between banks and of making pcnodic comprehensive trade 
mvcsugations was still to be developed T^e technique of setting up suc- 
cessive financial statements m parallel columns to aid m the interpretation 
of figures and m understanding their trends was hardly known Account- 
ants and auditors were just becoming established m the routine of 
American business under the aegis of investment banking houses The first 
law providing for certified public accountant examinations was passed bj 
the legislature of the State of New York m 1896, the second, by the 
legislature of Pennsjhania m 1899, and the third, by the legislature of 
Mar) land in 1900 

The development of bank credit departments farther west followed 
later Credit departments were established in Chicago banks in the earl) 
nineteen hundreds A credit department was organized in the First 
National Bank of Denver in 190J, in the Nauonal Bank of Commerce of 
Sl Louis in 1905, and in the First National Bank of San Francisco in 1907 * 
The Federal Reserve Act of 1913, with its requirements for eligible paper, 
became a powerful, acave influence in emphasizing the practical value 
of the work of the credit department. The American Bankers Association 
and the vanous state bankers’ associations became most persistent m 
stresang sound credit studies as an absolute necessity for beaJrby banking 
operations 

ANALYSIS OF OPERATING FIGURES OF NATIONAL BANKS 

The need for cxpcnenccd, constmctiv c w ork by the bank credit depart- 
ment is illustrated m a study of the losses incurred on loans and discounts 
over the vears by the commercial banking institutions of the country 

• PhJbps, op at- p 14c 

147 
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Although moderate losses are inevitable over a period of time, it is axio- 
matic that credit will be extended properly and that losses will be held to 
a minimum only in those banks where thorough, periodic credit investi- 
gations are made of every borrowing account and where all information 
so obtained goes through the hopper of diligent and qualified credit 
analysis. An examination of the operating records over the years of national 
banks and of member banks of the Federal Reserve System (see Figures 
I and 4 ) gives some indication of the aggregate credit losses that might 
have been reduced under more capable credit supervision. 


Loans and Discounts 

The figures for the year ending December 31, i960, shown in Figure i, 
indicate that 63.63 per cent of the total earnings from the current 
operations of the 4,530 national banks came from interest and discount 
on loans. This was the largest single item of earnings from current opera- 
tions and amounted to $3,662,497,000, in contrast to interest and dividends 
on investments, which totaled $1,249,379,000. 

The percentage of the current earnings represented by interest and dis- 
counts declined steadily from 1941 to 1945, reaching a low for the year 
ending December 3 1, 1945, of 27.73 7 ®®^ ending Decem- 

ber 31, 1946, there was a moderate increase when interest and discount 
on loans accounted for 32.23 per cent of the total earnings from current 
operations. In 1947 the figure reached 40.95 per cent; and in 1948, 
46.86 per cent. 

Looking back even farther, it is interesting to note that in the prosperous 
fiscal year ending June 30, 1928, interest and discount on loans amounted 
to $817,23 1,000, or 63.59 per cent of the total earnings of all national banks 
from current operations.'^ For the year ending June 30, 1932, this item 
amounted to $615,357,000, or 57.77 per cent of the earnings from current 
operations.® 

In the years 1950 to i960 inclusive, interest and discount on loans never 
fell below 50.32 per cent of the total earnings from current operations and 
generally ran from approximately 54 per cent to 63 per cent. 

The movement of interest rates on business loans during recent years, 
is indicated in Figure 2, on page 8, which gives the average interest rates 


’’Annual Report of the Comptroller of the Currency (December 2, 1929), p. 56. 
’’Annual Report of the Comptroller of the Currency (December 5, 1932), p. 58. 
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Figure 2 Prevailing Rates Charged to Customers on Business 
Loans* by Banks m Principal Gties 
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• Bunnesj Stauutes, \}S Deponmem of ConmitTce, Office of Busmen Economics, 

if6i),p &} 

Source Boird of Goiemors of the Federal Reserte Sj’stem Data represent 
aierages of rates chafed on short term loans (those maturing in one year or less) to 
business in (he specified cities 

Figures through >9]8, shotvn in italics and not comparable with succeeding data, 
arc weighted aterages of the pres ailing rates (ic„ rates for the bulk of loans) for 
the week ending the i5ih of each month that banks reported as charging customers 
/sr Asifitr r-rpivsmfei:} Ay pnmir cwroriHaTai' papcir cagrisk Atr mAwoewe riV 
Federal Resenc Banks under the prosisions of the Federal Resets e Act, 

Figures beginning 1939 arc a reused senes of interest rates adjusted for changes in 
the site composition of loans and, thetefore, more accurately reflect sanations over 
time m the fctel of interest rates The revised report form (introduced June 1948) 
calls for die amount of the loans and the mterest rate actually charged fot each 
new loan or renewal made m the first half of March, June, September, and December 
by a selected sample of banks (mamlv large ones) in 19 leading cities. To afford a 
comparison betw ecn rates beginning June 1948 and earlier data, the old interest-rate 
reports were rewoikcd back to March 19J9 to provide estimates of average rates 
charged using a constant system of weights derived from the size-of loan data reported 
since June 1948 Tlie reworked data, dierefore, eliminate certain erratic fluctuations 
and long run trends formerly introduced by shifts in the size composition of loans 
To adjust for size-of Joan differences; averages of rates paid on each size group 
of loans m each area are cumpuied This is done by dividing the dollar amount of 
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in nineteen cities, including New York City, seven other northern and 
eastern cities, and eleven southern and western cities for the years 1929 
through i960. 

The average interest rates in each of these groups follow the same 
general pattern. New York City had the lowest rates for each of these 
years. The rates for the seven other northern and eastern cities were 
somewhat higher, and the rates for the eleven southern and western cities 
were even slightly higher, with the exception of the years 1943 and 1945. 

In each group, with minor variations, the average rates dropped from 
1929 to the 1930’s held at low levels for a number of years, and from 1947 
to i960 generally moved upward. The low was 1.69 per cent for the New 
York City banks, 1.9 per cent for the commercial banking institutions in 
the seven other northern and eastern cities, and 2.5 per cent for those in 
the eleven southern and western cities. There was a greater spread 
between the high of 5.76 per cent in 1929 and the low of 1.69 per cent in 
1938 charged by the New York City banks than between the highs and 
lows of either the northern and eastern banks or the southern and western 
banks— especially the latter, where rates had a tendency to be somewhat 
more stable. Moreover, this table emphasizes the declining profitability in 
some years of carrying out the primary banking function of granting 
loans and discounts for seasonal needs. 

The relatively small volume of loans and discounts during World War 
II and the decline in the average interest rates during the same period 
caused the income from interest and discount on loans to decline to a low 
point. As was to be expected, however, with the cessation of hostilities, 
and as industry turned to the task of satisfying the tremendous pent-up 
demands for civilian peacetime goods, larger and larger bank loans were 
required. The loans and discounts of all national banks as of December 31, 
1945, had increased to §13,948,000,000. Sustained demand caused this trend 

interest charged, figured at an annual rate, by the dollar amount of loans made in 
each group of loans. The resulting rate averages for the minor-size groups for each 
area are then combined into four major-size groups of loans for the area. The weights 
used for this computation are based on the importance in each area of the minor- 
size groups in the loan portfolios of reporting banks, as of November 20, 1946. 

Data for bank rates on business loans for 1929-47 are annual averages; beginning 
1948, quarterly averages. Data for discount rate. New York Federal Reserve Bank, 
and for savings deposits (except beginning July 195^ U.S. postal savings) are as 
of the end of the year. r v- 

Revised series; comparable with succeeding data (see Note i for this page). 
Averages of rates for January and February 1939 comparable vvith series shown 
through 1938 are as follows: 19 cities, 2.58 per cent; New York City, 1.72 per cent; 
7 other northern and eastern cities, 2.83 per cent; 1 1 southern and western cities, 
3.29 per cent. 

Bank rates beginning 1948 are averages of quarterly data. 
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to continue, and In December 31, 1950, loans and discounts had nsen to 
529,277,000000, which far exceeded the high of the properous twenaes 
B) December 31, i960, the figure had reached $63 693 000 000 Loans and 
discounts for all national and all acti\c banks from 1936 to i960 are given 
m Figure 3, page 10 


Figure 3 Loans and Discounts— December 31, 
1936 to i960 (m tmlhons of dolhrs) 


SATTOVAL BA»T{S 
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ALL AOTIVT; BASTCSt 
>.umber Loaoi ud 

of PAnka Piicounti 


im 5 ill S « ITl 
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1949 4 «8I 23 928 

1930 4 963 29 2T7 

1931 4 946 32 424 

1952 4 9)6 36 120 

1953 4 864 37 944 

1954 4 796 39 828 

1955 4 700 43 560 

1936 4 659 48 248 

1957 4 627 50 502 

1951 4 513 52 796 

1939 4 342 59 962 

1960 4 530 63 693 
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15 265 21 535 

15 096 22 375 

14 956 23 976 

14 885 26 838 

14 722 24 001 

14 621 23 674 

14 579 26 102 

14 598 30 467 

14 633 33 823 

14 735 43 231 

14 735 49 453 

14 705 49 828 

14 666 60 711 
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14 596 75 9 9 

14 535 80 920 

14 398 86 058 

l« 265 100 575 

14 IBS 110 632 

14 103 IIS 760 

14 034 122 287 

13 984 136 409 

13 971 145 255 


* Sinety-cigbth Anmial Report of the Comptroller of the CurreTiey (i960), 
pp 182-j 


interest end Dividends 

Toda\ the second largest source of earnings is interest and dividends on 
bonds stocks, and other secuntics, particularly interest on obligations of 
the Lnited States Government Dunng the year ending December 31, 
i960, earnings from this source amounted to 51,249,379000 for national 
banks Of this total, S941 697,000 w as accounted for by interest on obliga- 
tions of the United States Government or its agencies This figure repre- 
sents an increase from the year 1950, for example, when earnings from 
these sources amounted to $722,863,000 By comparison, mterest and dis- 
count on loans in i960 amounted to $3,662,497,000 and in 1950 to 
$1,103,360 000 

In the boom \ car ending June 30, 1928, interest and div idends on inv est- 
ments amounted to $311,338000, or 2423 per cent of the earnings of 
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national banks from current operations.® For the year 1932 this income 
amounted to $298,841,000, or 28.06 per cent of the total earnings,^® and 
for 1937 it accounted for 39.15 per cent of the earnings.^^ 

During the war years there was a marked increase in the percentage of 
the earnings derived from this source, for the defense efforts of the early 
nineteen-forties necessitated unprecedented expenditures and financing by 
the Federal government. Thus, the obligations of the Federal government 
came to bulk larger and larger in the portfolios of all banks, and in 1945 
were such that, despite the low level of the rate of interest, earnings from 
dividends and interest in the national banks had risen to $744,584,000, or 
55.18 per cent of their total earnings. This percentage increase reflects, 
first, the efforts of banks to increase their earnings during the early and 
mid-thirties, when there was a lessened demand for loans for commercial, 
industrial, and speculative purposes, and, second, the defense and war 
periods, when Federal debt financing soared astronomically. 

In carrying out the loan program, the credit department obviously must 
play a significant role. But in many banks without bond, statistical, or 
special collateral departments, it may also have at least a share in the 
important responsibility of watching the bank’s bond and security port- 
folio. Under such circumstances it may be charged with the duty of main- 
taining accurate and up-to-date information on all corporations, both 
private and public, whose securities are owned by the bank. In a sense, 
then, the credit department may be the watchdog of the bank’s treasury 
in connection with both its loans and its investments. 


Salaries and Wages 

The largest single item of expense in the operation of a bank is salaries 
and wages. Salaries and wages of 4,530 national banks for the year ending 
December 31, i960, amounted to $1,370,603,000, or 39.64 per cent of the 
total expenses. These figures are subject to small modification, since fees 
paid to directors and members of executive, discount, and advisory com- 
mittees, amounting to $25,797,000— or 0.70 per cent— are not included. 

The dollar amount of salaries and wages has risen steadily during recent 
years. The percentage of this one charge in an entire year’s operating 
expenses has risen from a low of 27.42 per cent in 1928^® to the high of 

° Annual Report of the Comptroller of the Currency (December 2, 1929), p. 56. 

Annual Report of the Comptroller of the Currency (December 5, 1932), p. 58. 

" Annual Report of the Comptroller of the Currency (covering the year ended 
October 31, 1938), p. 97. 

Annual Report of the Comptroller of the Currency (December 2, 1929), p. 56. 






Figure 4 (Continued) 


(Computed from (Aggregate dollar amountfi: ratios escpressed as percectages) 


Item 

1952 

1953 

1954 

1955 



1958 

BfHM 


Summary ratios: 

Percentage of total capital accounts: 









■ 

Net current earnings before Income taxes 

15.4 

16.4 

15.6 

16.6 

18.1 

18.1 

16.6 

1.85 


Profits before Income taxes .......... 

13.7 


16.2 

13.4 

13.1 

14.6 

17.3 

12.6 


Net profits 


IRTS 

9.3 



8.3 




Cash dividends declared 

11 


3.9 


mm 

4.3 

mm 

mm 


Percentage of total assets: 










Total earnings 

2.71 

2.93 

2.96 

3.13 

3.47 

3.77 

3.75 

4.08 

4.42 

Net current earnings before Income taxes 

1.06 

1.15 

1.12 

1.22 

1.37 

1.42 

1.32 

1.48 

1.62 

Net profits 

.55 

.55 

.67 

.56 

.69 

.65 

.77 

.64 

.M 

Sources and disposition of earnings: 

Percentage of total earnings: 

Interest and dividends on: 










U. S. Govt. Securities 

22.5 

22.0 

22.1 

20.9 

18.1 

17.3 

17.8 

17-3 

15.8 

Other securities. 

5.7 

5.5 

■ m 



KWIB 

5.8 



Earnings on loans 

S6.0 

57.3 



Rin 


60.7 

ann 


Service charges on deposit accounts .... 

4.8 

4.6 

m m 






^^9 

Other current earnings 

11.0 


10.8 

10.7 

10.4 

10.4 


9.8 

9.6 

Total earnings 

100.0 


100.0 

100.0 

100.0 

100.0 


100.0 

100.0 

Salaries and wages 

30.2 


30.3 

29.4 

28.5 

27.7 

^^9 

26.2 

25.6 

Interest on time deposits 

8.8 

■m 

10.2 

10.2 

10.7 

13.7 

15.8 

15.6 

16.1 

Other current expenses 

21.7 

21.4 

21.6 

21.5 

21.3 

21.0 

21.2 

21.6 

21.6 

Total expenses 

60.7 

60.6 

62.1 

61.1 

60.5 

62.4 

64.8 

63.6 

63.3 

Net current earnings before Income 










taxes 

39.3 

39.4 

37.9 

38.9 

39.5 

37.6 

35.2 

36.4 

36.7 

Net losses including transfers (or recov- 










eries and profits, 4-) 

4.4 

5.4 

41.5 

7.5 

10.8 

7.1 

41.3 

11.2 

3.9 

Taxes on net income 

14.8 

15.1 

16.7 

13.0 

11.8 

13.2 

16.1 


13.9 

Net profits 

20.1 

18.9 

22.7 

18.4 

16.9 

17.3 

20.4 


18.9 

Rates of return on securities and loans: 

Return on securities: 



■ 







Interest on U. S. Govt, securities 

1.79 

1.98 


2.09 

2.31 

2.53 

2.45 

2.79 

3.10 

Interest and dividends on other securities 

2.03 

2.11 


2.13 

2.29 

2.50 

2.62 

2.70 

2.92 

Net losses (or recoveries and profits, +)* 

.10 

.20 


.28 

.53 

.35 

4.79 

1.19 

4.12 

Return on loans: 










Earnings on loans 

4.51 

4.69 

4.71 

4.77 

5.02 

5.32 

5.3S 

5.65 

5.93 

Net losses (or recoveries, +)*. 

.05 

.08 

.05 

.06 

.11 

.07 

.06 

.04 

.18 

Distribution of assets: 

Percentage of total assets: 










U. S. Govt, securities 

W.l 

32.6 

33.4 

31.3 

27.2 

25.7 

27.2 

25.3 

22.6 

Other securities . 

WBSm 

7.6 

7.9 

8.1 


7.6 

8.3 

8.3 

7.9 

Loans 


35.8 

35.3 

37.9 

kfVH 

44.0 

42.5 

44.9 

47.6 

Cash assets 


22.7 


21.1 

mSmrn 

20.8 

20.0 

19.4 

19.3 

Other assets 


1.3 

Bi 

1.6 

ia 

1.9 

2.0 

2.1 

2.4 

Other ratios: 

Total capital accounts to: 

■ 


M 

II 

II 

II 

II 

II 

II 

Total assets 

6.9 

7.0 








Total assets less U. S. Govt, securities 










and cash assets 

16.2 

15.8 

16.1 

15.4 

14.6 

14.7 

15.0 

14.5 

14.3 

Total deposits 

7.6 

7.8 

7.9 

8.1 

6.4 

8.8 

8.9 

9.0 

9.5 

Time to total deposits 

23.2 

24.3 

25.7 

25.9 

26.1 

27.7 

30.0 

30.7 

31.3 

Interest on time deposits to time deposits. . 

1.13 

1.23 

1.30 

1.36 

1.58 

2.08 

2.20 

2.36 

2.58 

Number of banks 

6,798 

6,743 

6.660 

6,543 

6,462 

6,393 

6,312 

6,233 

6,174 


losses” Is the excess of (a) actual losses charged 
against net profits plus losses charged against valuation re- 
serves over (b) actual recoveries and profits credited to net 
profits plus recoveries credited to valuation reserves; ”net 
recoveries and profits” Is the reverse. Transfers to and 
from valuation reserves are excluded. 

NOTE.— The ratios In this and the following three tables 
were computed from the dollar aggrogates shown In preced- 
ing tables. Many of these ratios vary substantially from the 
average of individual bank ratios, which will be published In 
a subsequent Issue, in which each bank's figures— regardless 
of size or amount— are weighted equally and In general have 
an equally Important Influence on the result. In the ratios 


based on aggregates presented here, the experience of those 
banks In each group whose figures are largest have a much 
greater influence than that of the many ba^cs with smaller 
figures. (For example, the 110 largest member banks have 
total earnings which, combined, are larger than those of all 
the other member banks, numbering about 6,100.) Ratios 
based on aggregates show combined results for the banking 
system as a whole, and, broadly speaking, are the more sig- 
nificant for purposes of general analyses of credit and mon- 
etary problems, while averages of irriividual ratios are use- 
ful primarily to those Interested in studying the financial 
results of operations of Individual banks. 

Source: F^eral Reserve Bulletins 




















































































14 THE BANK CREDIT DEPARTMENT 

49 53 percent m 1951 In past years nearly fift) oucofevcij one hundred 
dollars of operaong expenses represented paj raents for salanes and w ages 
This trend has been dowwvard since 1951 due pnmanly to the continued 
advance m interest rates paid on time deposits The latter averaged 14.24 
per cent of operating expenses in 1950 and continued rising each jear, 
reaching a peak of 26 39 per cent of all current operating expenses m i960 

Racovertes 

The renew ed and increased business acnwty of the late nineteen thirties 
and the national defense and war programs permitted the national banks 
to rccov er large amounts that previously had been charged off as losses 
For the y ear ending December 3 1, 1948, recovenes on loans amounted to 
$48,555,000** In recent prosperous years, recoveries on loans have been 
smaller because losses have not been as large as they were m the mneteen- 
thirties For example, recovenes on loans by national banks for the year 
ending December 31, 1958, amounted to $11,273,000 and in the years from 
1930 to i960 inclusive, ranged from $8,558000 to $16,502,000 

Lossei 

Losses constitute another major group of items that greatly’ affect the 
iinal earnings of all banks and trust companies and with which the credit 
department has a direct and significant relationship For the year ending 
December 31, 1948, losses and charge-offs on loans amounted to $180,- 
277,000 All losses and charge-offs, including losses on bonds, stocks, and 
other securities, amounted to $277443,000 and represented almost 32 per 
cent of the net eammgs from current operanons and recovenes and 
profits combined 

In 1934 the greatest losses in the history of national banks were charged 
off The losses on Joans of the 5422 nauonal banks in that year amounted 
5379,294000, which was almost equal to the total net eammgs and 
recovenes of $384,834000** In addition, charge-offs on bonds, stocks, 
and other secuntics amounted to $241,789000, making total losses of 
$621,083,000 for these two major items, which was substantially m excess 
of the total net eammgs and recovenes for 1934 ^ 

$303,546,000 was shown for that one fiscal year 

By way of comparison, an examination of the loss figures for a year of 

Report of the Comptroller of tke Currency (corenng jear ended 194S), 

Report of tke Comptroller of the Currency (covenne the year ended 
October 31, 1938), pp 97-9 ® ' 
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prosperity such as 1928, when the banks were not engaged in writing off 
depression losses, is most interesting. 

For the year ending June 30, 1928, 7,691 national banks reported^® net 
earnings from operations of $327,417,000 and total net earnings, including 
recoveries, of $423,214,000. Of the latter figure, $19,519,000 represented 
recoveries on loans and discounts that had been charged off previously as 
losses. Losses on loans and discounts charged off during that year repre- 
sented 21.7 per cent of the combined net earnings and recoveries. The 
same losses were equal to 35 per cent of the salaries and wages of 
$262,609,000. If the losses charged off on loans and discounts had been 50 
per cent less, the salaries and wages could have been increased over 
$46,000,000 without affecting the final net profits for the year. 

For the year ending December 31, i960, the 4,530 national banks re- 
ported losses and charge-offs in securities of $122,139,000, losses and 
charge-offs on loans of $16,299,000, and net profit before income taxes, 
but after allowing for recoveries and losses, of $1,787,656,000. 

As indicated by these figures, the credit policies of banking institutions 
receive their severest test in periods of depression. Loans become under- 
collateralized upon the collapse of policies adopted by the managements 
of business enterprises in piling up inventories, expanding plants, extending 
credit to marginal customers, and incurring heavy funded obligations. 
It is the fundamental job of the loaning ofiicer of the bank and of the 
efficient credit department to anticipate such dangers and to be prepared 
for them. And that is not an impossible task for one who is properly 
trained. 

Most banks experience extraordinary losses in times of recession because 
of business failures and the inability of businessmen to liquidate their debts 
in an orderly manner. A sound credit policy limits losses to an amount 
that a bank can reasonably withstand, and a conservative management 
policy sets up adequate surplus and reserve accounts in good times for 
the inevitably larger losses of depression periods. 

This examination of the operating figures for national banks indicates 
phases of bank management in relation to which the work of the credit 
department must be most important. 

ANALYSIS OF OPERATING FIGURES OF MEMBER BANKS 
Interest and Dividends 

Since the Federal Reserve System includes ^11 national banks and such 
Annual Report of the CotnptroUer of the Currency (December 13, 1928), pp. 55-6. 



16 THE BANK CREDIT DEPARTMENT 
state banks and trust companies that qnahf) and become members, die 
individual items of income and expense for member banks are matcnallj 
larger than those for national banks alone For mstance, uhcrcas, the 
interest and discount on loans paid to the 4,530 national banks for the )ear 
ending December 31, i960, was $3,662^97,000, the corresponding item 
for the 6,174 member banks for the y ear ending December 31, i960, was 
$5,640,438,000 

For the jear endmg December 31, 1929, earnings of member banks 
from interest and discount on loans comprised 65 per cent of the income 
from current operations, and interest and dividend on investments onl) 
196 per cent.** For the jear ending December 31, 1936, the percentage 
of income from interest and discount on loans had declined steadily to 
404 per cent, and the income from interest and dividends on investments 
had increased to 38 3 per cent 

With the Federal financing occasioned by the large defense and war 
expenditures already commented on, the earnings of all member banks 
denved from interest and dividends on sccurmes increased to 464 per 
cent of total 1943 earnings and finally to 54 per cent m 1945, it declined 
to 35 8 in 1948 During these same) ears the interest and discount on loans 
accounted for 53 5 pec cent, 28 o per cent, and 45 6 per cent, respectively, 
of total earnings 

For the )eaf ending December 31, i960, the earnings of all member 
banks derived from interest and dividends on secunaes had declined to 
21 o per cent, whereas cammgs on loans amounted to 64 2 per cent of 
total earnings from current operations 

The percentage changes of the member banks arc substantially the same 
as those cxpencnccd by the national banks 

The large increase in the obligations of the United States held by the 
banks relative to loans during World War II caused hank eammgs from 
bond interest to rise sharp!) and to such an extent as to dwarf those from 
^oans and discounts However, the change in this situation since the end 
of World War II, as revealed m the preceding figures, indicates that 
eammgs from loans and discounts now constirute the most significant 
Item m the earnings statements of banks The significant changes in the 
volume of loans and investments over a number of )ears are shown in 
Figure 5 on page 17 

Tv^ty second AnrauJ Report of the Board of Governors of the Federal Reserve 
:>ystem (co\cnng operations for ihe jear 1915), P *58 

Tvsmy fourth Amttul Report of the Board of Governors of the Federal Reserve 
(covering operations for die >ear 19J7), pp 140-41 
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Figure 5 Member Banks— Loans and Investments 
1923-1960 (in millions of dollars)* 




INVESTMENTS 


TOTAL 


U.S. GOV'T, 

DATE 

LOANS 

TOTAL 

OBLIGATIONS 

Dec. 29. 1920 

$19,555 

$ 5,976 

$ 2,619 

Dec. 31, 1921 

17,394 

6,088 

2,581 

Dec. 29, 1922 

17.930 

7,649 

3,754 

3,603 

Dec. 31, 1923 

18,842 

7,645 

Dec. 31, 1924 

19,933 

8,813 

3,874 

Dec. 31, 1925 

21,996 

8,888 

3,728 

Dec. 31, 1926 

22,652 

8,990 

3,389 

Dec. 31. 1927 

23,886 

10,361 

3,978 

Dec. 31, 1928 

25,155 

10,529 

4,312 

Dec. 31, 1929 

26,150 

9,784 

3,863 

Dec. 31, 1930 

23,870 

10,989 

4,125 

Dec. 31, 1931 

19,261 

11,314 

5,319 

Dec. 31, 1932 

15,204 

12,265 

6,540 

Dec. 30, 1933 

12,833 

12,386 

7,254 

Dec. 31. 1934 

12,028 

16,122 

10,895 

Dec. 31, 1935 

12,175 

17,810 

12,268 

Dec. 31, 1936 

13,360 

19,640 

13,545 

Dec. 31. 1937 

13,958 

17,794 

12,372 

Dec. 31, 1938 

13,208 

18,863 

13,223 

Dec. 30, 1939 

13,962 

19,979 

14,328 

Dec. 31. 1940 

15,321 

21,805 

15,823 

Dec. 31. 1941 

18,021 

25,500 

19,539 

Dec. 31, 1942 

16,088 

43,175 

37,546 

Dec. 31, 1943 

16,288 

57,970 

52,948 

Dee. 30, 1944 

18,676 

72,893 

67,685 

Dec. 31. 1945 

22,775 

26,696 

84,408 

78,338 

Dec. 31, 1946 

69,666 

63,042 

Dec. 31, 1947 

32,628 

65,218 

57,914 

Dec. 31, 1948 

36,060 

59,556 

52,154 

Dec. 31, 1949 

36,230 

65,297 

56,883 

Dec. 30, 1950 

44,705 

62,719 

52,365 

Dec. 31, 1951 

49,561 

62,687 

51,621 

Dec. 31, 1952 

55,034 

64,514 

52,763 

Dec. 31, 1953 

57,762 

64,660 

52,603 

Dec. 31, 1954 

60,250 

71,352 

57,809 

Dec. 31, 1955 

70,982 

64,377 

50,697 

Dec. 31, 1956 

78,034 

60,734 

47,575 

Dec. 31, 1957 

80,950 

61,403 

47,079 

Dec. 31, 1958 

84,061 

70,803 

54.299 

Dec. 31, 1959 

94,779 

63,101 

46,813 

Dec. 31, 1960 

99,934 

65,685 

49,106 


* Source: 1920-1941, Board of Governors of the Federal Reserve System, Bankmg 
and Monetary Statistics (November 1943), 18, pp. 72-4-, 1942-7, Federal Reserve Bid- 
letin, XXXV, No. i (January 1942), p. 42; 1948-51, ibid., XXXIX, No. 1 (January 
1953), P- ^7; *95^-4' ibid., XLII, No. 1 (January 1956), p. 27; 1955-6, ibid., XLIV, 
No. I (January 1958), p. 41; 1957-8, ibid., XLV, No. 6 (June 1959). 


Salaries and Wages 

Salaries and wages paid by member banks constituted the primary oper- 
ating expense and showed the same percentage trend as in the case of 
national banks. From 27.6 per cent in 1929/® the ratio of salaries and 
wages to gross operating expenses rose steadily to 41.2 per cent in 

Twenty-second Annual Report of the Board of Governors of the Federal Reserve 
System (covering operations for the year 1935), p. 158. 

Twenty-fourth Anmial Report of the Board of Governors of the Federal Reserve 
System (covering operations for the year 1937), pp. 140-41. 
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After declining to the dollar amount of $306021,000 m 1933,“® this 
Item increased steadilj each %car to $425903,000 in 1941 and to $875,- 
793 000 m 1948 This erpense connoued to increase through the mnetcen 
fifoes and for the }car i960 amounted to $2,288,712,000 or 404 per cent 
of total current expenses of the member banlvs 

Recoveries 

During the) car 1945, member banks rccosered $113,221,000 prcviousl) 
charged off on m\cstments and $55,918,000 prcsious!) charged off on 
loans Including profits on secuntjcs sold, total recosenes amounted to 
$453,785,000, or four omes the Ion in 1932 In 1948, total rccoicnes and 
profits on sccunncs had declined to $242,523,000 

In the rune jears from 1952 to i960 mclusue, the rccovenes on secun- 
ties of member banks fluctuated from a Jon of $8,157,000 m 1958 to a 
high of $25448,000 m 1959 and the profits on scconucs, from a Ion of 
$27,526,000 m 1956 to a high of $611,514,000 m 1958 In these same 
tcan member banks reported rccoscncs on Joans at a Ion of $13,8924500 
in 1959 and at a high of $27,353 000 in 1954 

Losses 

The test of credit department efficienc) is found not onl). m the amount 
of errntnp and rec(r,enes, but also m the amount of hstes on loans and 
investments The aad test comes during periods of stress, and not during 
periods of widespread industrial actnit) such as this naoon cxpenenced 
dunng the nar jears of the ninctccn-fortics and the years following Be 
ginning snth the comparaov clj small sum of $64,770,000 charged off as 
losses on loans in 1942, the amount charged off each )car remained Ion 
unai 1947, when it increased to $102,653,000, in 1948 it mcreased still 
funherto $270962,000 However, ui the gcncrallj prosperous 5 eats from 
V95-2 atj 1960 ■mdmu c, bosses and charge oils reported bj member bdnVs 
were low and fluctuated between $15,109000 in 1958 and $22,813,000 in 
i960 The volume of loans also rose greatlj in the latter vears, 

THE OPERATIONS OF THE BANK CREDIT DEPARTMENT 
Ouanficeilon* of a Credit Man 

The need for men who have the experience, the training, and the abiliu 
to analj’zc credit risks has been present throughout historj'. 
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On one of the clay tablets of the Babylonian period, recording the busmess 
transactions of the time, there is an inscription to the effect that “In the 
month of Ab of the first year of Neriglissar, King of Babylon, I [Belilit] sold 
Bazuzu, my slave, for half a mana, five shekels of money, to Nabuahki-iddin, 
son of Shula, son of Egibi. I took his note, but he has not paid the money,” 
showing that even in those days bad credit risks were in existence and good 
credit men necessary 

To become an efficient credit man, a banker must have sufficient knowl- 
edge of accounting to understand and to interpret balance sheets, profit 
and loss statements, surplus accounts, and possibly budgets and trial 
balances as well as a statement showing the source and application of 
funds. In addition to this educational background, he must possess an 
analytical mind, a searching disposition, patience, thoroughness, alertness, 
fitness, self-possession, resourcefulness, tact, diplomacy, and leadership. 
He must conduct his credit investigations thoroughly, so that no essential 
facts escape his periodic review and analysis. He must be familiar with 
the sources of credit information, and he must have the resourcefulness 
and the industry necessary to obtain the required facts when they are 
not readily available. He must be systematic in handling the vast store of 
information under his supervision. A comprehensive understanding of 
business practices and terms of credit in many lines of business will 
facilitate his inquiries. He must have a mind of liis own and the ability to 
detect and correct weaknesses in men and in businesses. He should approach 
his work, however, less in the spirit of the detective who seeks the worst, 
and more in the spirit of one who is trying to find desirable borrowers for 
his bank. 

The banker may require a great deal of courage in some cases to say 
“no” to requests for loans that he feels are basically unsound. As much or 
more courage is needed, however, to assume the personal responsibility for 
extending a line of credit to a large account. Only when he operates intel- 
ligently on this basis does he serve his stockholders and the pubHc and 
discharge his primary function as a commercial banker. 

The banker who finds that his credit losses are consistently out of line 
with those reported for most banks may be reasonably certain that loans 
are being made without adequate credit information and judicious analysis. 
The credit facts must be sufficiently comprehensive to assure acceptance 
of a maximum of sound risks and a minimum of unsound risks. The 
banker who reported that his bank had had no losses on loans in over 

William H. Kniffin, The Practical Work of a Bank (7th ed.; New York: Bankers 
Publishing Company, 1928), pp. 424-5. 
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fifteen > cars was almost certainly declining legitimate requests for credit 
His credit department was not dischai^ng its full responsibibtj to the 
bank the stockholders, or the commum^ Some idea of the magmtude of 
the responsibibtj of bankers is indicated by the growth and size of the 
deposits of all banks as show ri in Figure 6 below 

Figure 6 Deposits and Currency— Adjusted Deposits on All 
Banks* and Currency Outside Banks, 1925-1960 (m rmlh&ns 
of dollars) 


Toul Ocpal e* 

Adlgllcdand D*m»iid Total U S Carrescy 

CaiTcecy Oattlde I>«po*U*t Tl«n« CovernmentJ Outtide 

B«rkt Adjo»Ud Depot tml Depotltt BtftVt 


• Source 192J 41 Board of Go'eniors of the Federal Reserve System, Bmkmg and 
Monetary Statittict CNoTembcr 1945) Table No 9 p JS 1941-6 Federal Resen.e 
Bullam WMII No 4 (^pril »947> P 5J »947 51 XXXIX No i (January 
'95}) P >951-5 tbtd^ ■^III No I (January 1957), p 44 19^6-8 tbid^ XLV 
No 6 (June 1959) p 606- 

Hncludes demand deposin other than interbank and U5 Government less cash 
Items m process of colltcoon 

J Beginning with December »9j8 includes U,S Treasurers time deposits open 
account. 

5 Excludes mtcrbink time deposits U5 Treasurer* tunc deposits, open account, 
and deposits of Postal Savings Srystem in banks 
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Large and Small Banks 

The immense size of many modern business units led Thurman Arnold 
to term them “governments” in their own right.^^ In view of the com- 
plexity of their corporate structures and the extent of their international 
operations, the necessity for scientific credit study and investigation must 
be readily apparent even to the most casual student of banking. An efficient 
credit department is an obvious necessity in the operation of a large 
banking institution that grants loans to these large and complicated corpo- 
rations. Credit department records are no less important, however, in the 
operations of smaller banks, if snap judgments and excessive credit losses 
are to be avoided. 

In an interesting address about fifty years ago, when a “bureau of 
credit,” or credit department, was unknown to all except a few of the 
larger banks, James B. Forgan stressed the idea that “a bureau of credit 
is a desirable department in every well-managed bank, however small,” 
and emphasized the fact that the banker should leave credit records for 
those who follow him. 

The information on which a bank grants credit is obtained by the banker 
in his official capacity and is, therefore, the bank’s property. The bank may 
survive him. It will if his management is good. He will one day be promoted 
to a higher sphere of usefulness, either in this world or the next, and there 
should be left behind him in the bank as good a record of the information on 
which his transactions with customers have been based as he leaves of the 
transactions themselves.^^ 


Loans and Discounts 

The effectiveness with which the credit department of the typical bank 
operates will determine in no small measure the character of its loans and 
discounts. Where credit information is complete and is revised at periodic 
intervals, the banker is better able to discriminate between desirable and 
undesirable risks. Consequently he makes fewer errors and holds his losses 

“Political and legal thinkers of our time do not consider private business organi- 
zations as ‘government.’ Great corporate organizations are looked at as rugged indi- 
viduals. . . . The ideal that a great corporation is endowed with the rights and 
prerogatives of a free individual is as essential to the acceptance of corporate rule in 
temporal affairs as was the ideal of the divine right of kings in an earlier day.” Thur- 
man W. Arnold, The Folklore of Capitalism (New Haven: Yale University Press, 
1937)) PP- 107, 185. 

James B. Forgan, Recollections of a Busy Life (New York; Bankers Publishing 
Company, 1924), p. 263, 
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to a safe imnimum He bases his credit judg^nent solely on the experienced 
interpretanon of essential facts 

Building up Credit Records 

In a small bank the ^vork of the credit department may conceivably 
constitute the part ame u ork of one employ ee In larger instituuons the 
credit M ork is performed by a separate department The credit department 
may' require from n\ o or three employees to as many as one hundred or 
more to handle files covering tens of thousands of indiv iduals and business 
enterpnses located m every part of the United States and abroad 

Information on each customer is kept sy stematically m a separate 
folder Information on related accounts, such as a corporanon account and 
the account of one or more subsidiary or affiliated concerns, at ernes is 
kept in the same folder 

In addition, the credit department prepares credit folders on many’ non- 
customers The information on non-customers may be helpful in the event 
that the bank solicits or is offered the banking business of any of them, 
or m case it receives requests from its own customers, espeaally its cor- 
respondent banks, for information regarding them Credit information on 
non-customers may be placed m a less expensiv e and less elaborate folder, 
since It IS generally used less frequently than informauon relating to 
customers Forms used in compiling credit folders for borrowing accounts 
arc illustrated m the typical bank credit file at the end of this chapter 

The credit department builds up credit records on every customer of 
the bank, but more thoroughly on those who borrow In the case of a 
customer who does not borrow but carries balances with the bank m the 
form of a checking account, the credit department obtains sufficient infor- 
maoon to establish his identity, his reliability’, and his general integrity 
A bank should have information regarding the character of those w hose 
deposits It agrees to accept and to whom it gives the privilege of writing 
checks This is particularly true in large ernes, where a prospecove 
customer may be unknow’n to any officer of the bank 

An individual, for example, who repeatedly writes checks when his 
balances are insufficient, making it necessary for the bank to return his 
check’s, IS not a desirable customer The management of a bank dislikes to 
decline pay ment of its owxi checks, and it w ill a\ oid accepting the account 
of any’ mdiv’idual or concern whose previous banking practices, as dis- 
closed by credit investigations with other institutions, reveal a persistent 
record of writing checks without maintaining adequate balances Likewise, 
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bankers do not wish to accept the accounts of individuals of questionable 
character, for it is generally a reflection upon the bank to allow them to 
use its checking account facilities. Consequently one of the functions of 
the credit department is to obtain information about the general reputation 
of every prospective depositor. 

The greatest value of the credit department to the bank is in connection 
with borrowing customers. If the bank is to assume the risk of making a 
loan to a customer, it must necessarily have more complete information 
regarding the financial responsibility behind the account than if it is merely 
accepting a deposit to open a checking account. The credit department 
must obtain and analyze balance sheets, profit and loss accounts, trial 
balances, budgets, and bank and trade checking, and make other supple- 
mentary investigations to determine whether a depositor requesting a 
loan is entitled to credit. The employees of the department gather the 
information, classify it as to its importance, often interpret it, record it 
in permanent files, and supply it to those who are entitled to use it. These 
records must be revised constantly to reflect current conditions. 

Summary 

The functions and activities of the typical bank credit department may 
be summarized as follows: 

I. Obtains and compiles credit information. 

A. Secures and properly compiles information relative to the repu- 
tation, financial standing, and moral risk of the bank’s customers, of 
those business enterprises whose commercial paper is being offered for 
sale in the open market, and of concerns about which inquiries have 

• been received. 

1. Investigates the makers of notes its customers seek to rediscount; 
also investigates endorsers of customers’ notes. 

2. Makes inquiries at other banking institutions about their experience 
with a customer who has had banking relationships with one or more 
banks. These are called “bank checkings.” 

3. Makes inquiries at business houses, generally those that have bought 
from or sold merchandise to the customer about whom the inquiry is 
being made. These are called “trade checkings.” 

4. Obtains information from mercantile agencies and from other col- 
lateral sources, which are discussed in later chapters. 

B. Obtains information covering the various types of collateral 
pledged as security for loans. In some banks a part or all of the in- 
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formation regarding collateral may be secured and compiled by a 
separate collateral or statistical department. If the bank has a bond 
department, helpful information on secuntics offered as collateral is 
gnen bj that department. 

C Secures and prepares for sui^ble use mformation on a ttidc 
\anetj of subjects helpful m making loans and serving customers, 
such as business and trade conditions, commoditj' markets, the im en- 
tory position of particular mdustnes, price trends, business pracuces, 
and policies m vanous industries 

II Reviews and prepares credit informanon for the use of others 

A Recen cs finanaal statements and spreads them on special com- 
parative statement forms Analyses of these statements are made for 
the use of loaning officers These anal)ses generally indicate the strong 
and weak points in the most recent financial statement and the trend 
of the financial condition over the years 

B Revises and bnngs up to date pcnodically the information and 
figures contained in the credit folder 
i With tht co-operaaon of the bank’s officers, the credit department 
asks for financial statements regularly, particularly in connection with 
those customers who borrow without the specific pledge of collateral 
3 Transfers old material from the current credit files to warehouses 
or permanent files 

III Maintains the credit records and files 

A Maintains a careful record of every credit folder and of all 
other credit information released to a loaning officer, and sees that 
the matenal is returned 

B Places in the proper credit folders all letters, agency reports, 
financial statements, newspaper clippings, memoranda, and other use- 
ful current information 

C Supervises the safekeeping and systcroatm artangemetu: of all 
credit records These records must be kept confidential and available 
only for those entitled to them 

IV Provides credit information to vanous groups to the loaning officers 
of the bank, to correspondent banks, to customers, and to business houses 
and other outsiders entitled to the information 

A Answ ers credit inquines from correspondent banks, customers, 
business organizations, and others who write for credit information on 
vanous names 

B In large banks with foreign departments, credit information on 
foreign business is obtained for customers interested in selling abroad 
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Sellers must have some idea of the financial responsibility, paying 
habits, and general credit reputation of foreign buyers. Most banks 
are in a position to obtain this information through central reserve 
city correspondents or directly from foreign correspondents. The 
extent of the files required on foreign names is indicated by the fact 
that there are approximately one hundred countries in the world. One 
large bank has 212,000 credit files, and of that number, 150,000, or 
approximately 70 per cent, are on foreign names; another has 132,000 
files on foreign names. 

V. Additional functions. 

A. May record on the average balance and loan cards the average 
balances maintained monthly and yearly in customers’ checking ac- 
counts, and the high and low points of borrowings each month. 

B. May also maintain a staff of accountants to audit the records of 
customers and prospective customers if the bank for some reason 
wishes to check these records with its own accountants. 


CLASSIFICATION OF BANK LOANS 

Those engaged in credit department work must have a clear conception 
of the classes of loan that a commercial bank makes in order to understand 
precisely the kind of information required by the loaning officer in making 
his final decisions. Loans may be classified for this purpose in two general 
groups: secured and unsecured. 


Secured Loans 

Secured loans are loans for which borrowers pledge assets of various 
kinds, such as stocks, bonds, mortgages, debentures, receivables, real 
estate, cash surrender value of life insurance, warehouse receipts for mer- 
chandise, and trust receipts. Of these various assets, listed stocks and 
bonds, accounts receivable, and warehouse receipts are probably the most 
frequently pledged. If pledged securities are traded in actively on a 
recognized exchange, the banker usually finds that it is relatively easy to 
check their current market value. The mere fact, however, that a security 
is listed or traded in on an exchange does not constitute adequate assurance 
of its merit as collateral. Unlisted stocks or bonds of a corporation with 
a long record of progress and satisfactory earnings may at times be better 
collateral than a listed security of a corporation in a somewhat extended 
financial position, or than one that has a limited market, or is subject to 
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wide fiiicniations m price Unlisted securities may also be preferred when 
there is a \uQt spread between bid and asked prices on listed securities 
The banker must keep fully informed regarding the mherent soundness, 
collateral \alue, and marketability of all securities offered as sccunt) 
for a loan 

With the help of his credit department, the lending officer must judge 
not onlj the moral and financial nsk of a borrower who wishes to pledge 
securities, but also the moral and financial responsibility of the business 
represented bj the pledged collateral As a general rule he must insist that 
sccunties pledged as collateral have a broad and active market, represent 
well-established businesses in relamely stable lines, and ha\e a reasonabl) 
consistent and stable earning record The capable banker will also see to 
It that not too large a proportion of collateral representing any one line 
of business or any particular business finds its way into his bank Other- 
wise, he may unexpectedly find his insotuDon m the position of owning 
a business in the cient the loans secured by the collateral are not met at 

mamritj' \(,l \ K 

In banking institutions w ith collateral, bond, and statistical departments, 
these facilities are conscantl) available to the loaning officers m making 
and liquidating collateral loans In smaller banks without these specialized 
departments, the credit department must be equipped to give essential 
information regarding securities offered as collateral The bank may also 
call upon ICS correspondent banks in the laiger banking centers for addi- 
nonal facts regarding any securit) about which its information is made 
quite In the moderate sized bank the credit department may check over 
the securities offered as collateral before a loan is accepted, and may, 
furthermore, be charged w ith the responsibility of systematic and periodic 
follow-up of the value of the collateral until the loan is liquidated 

Banks also make commoditj loans against certain t\ pes of merchandise- 
such as butter, eggs, poultry, cotton, whisky, sugar, rice, and wheat— 
generally recening from the borrower a warehouse receipt as collateral 
A warehouse receipt is simply a certificate issued by a warehouseman 
show ing that certain merchandise has been stored in a warehouse and indi- 
cating w ho has the title to the goods Warehouse receipts toda^ are held 
m high esteem as bank collateral, largely because of the w idesprcad adop- 
tion of the Uniform Warehouse Receipts Act by many state legislatures 
since 1907 Tins legislation has improved warehousing and established 
more definitely the nghts of all who may be interested m warehouse 
receipts It IS important that someone in the bank thoroughly famihanic 
himself with the various markets for these products, the market trends, 
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the general inventory position— that is, whether supplies are large or 
small— and the laws, regulations, and trade practices governing trade in the 
respective commodities. The banker also should be familiar with the “said 
to be or contain” clause which appears on warehouse receipts, thereby 
absolving the warehouseman from liability if neither the quantity nor the 
quality of the merchandise is correctly described. 

Unsecured Loans 

In reality, the term “unsecured” is somewhat misleading, for, strictly 
speaking, a good unsecured loan is adequately secured. The borrower 
does not pledge collateral, but he presents a balance sheet, a profit and 
loss statement, and an antecedent record as the basis for the loan. The 
banker grants the loan on the financial strength of the business as revealed 
by the financial statements, together with other considerations, such as the 
character and reputation of the borrower, his business ability, past business 
experience, and relationship with the bank. The loan is not actually un- 
secured, in the sense that there is no assurance of payment, for it is secured 
by the entire business and its unpledged assets. 

As a rule, an individual is required to present collateral when borrowing 
for personal needs. Sometimes, however, an individual borrows on his 
unsecured note. Unless his credit is sufficiently good to stand as its own 
security, the bank may require some other individual of known means to 
endorse the note and become contingently liable. In addition, the endorser 
may be required to put up collateral to support his endorsement. Personal 
unsecured loans, however, are ordinarily for small amounts and short terms 
and constitute a relatively insignificant percentage, although in very recent 
years a growing one, of a bank’s aggregate loans. 

We are particularly interested in unsecured loans made to business enter- 
prises, about which the credit department must provide sufiicient credit 
information so that intelligent decisions may be made. Later chapters will 
cover the wide variety of sources from which the credit department 
obtains information needed by the loan oflicer in passing upon requests for 
loans of this nature. 



Credit Department 

Return Promptly 


This Section is a reproduction of a 
complete bank credit folder, reduced 
from eight-and-a-half by eleven inches, 
which is the typical size of pages m a 
bank credit folder. 




Relations in other departments 


Bank Acconnta 

National Bank, St. Louis 

Belated Aecoonta 

Ryan Die Casting Co, Payroll A/C 
Ryan Die Casting Co, Profit Sharing Trust 


Remarks 


BASIS: Exempt from Service Charge 


Participation in development 



RECORD OE OVERDRAFTS AND RETURNED CHECKS 
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Officers Annual Report 

OUSINCSS AOOREC^ 

1156 E. Bevcrlv St, 

CASTING CO. Manufacturers Chi cago 49, Illinois 

Current assets consisted of cash $ 134,000, accounts reccU'able (nrt) 
$133,000, cash value life Insurance $25,000 and inventories $143,000. 
Cash and receivables totalled $257,000 and were $142,000 In excess of 
current liabilities and $117,000 In excess o£ total llablUtles. Inventories 
decreased $40,000 during the year and ending Inventories related to the 
cost of goods sold showed a turnover of 13.4 times as compared with 
12,2 times In fiscal year B. Long term debt was $25,000 and consisted 
of notes due officers. 

There have been no current borrowings since December 31, Year B. 

The company paid Its last installment on our $66,000 term loan on 
May 17, Year A, 

Balances averaged $181,000 In Year A, as compared to $107,000 
Year B. 


C f M 


omccRS ANNUAL HEPonr 


NAMC 


OUS'NC55 


RYAN DIE CASnr^G CO. 


ilantifac t*.:r e r 


user. EevrrIySL 
CVicaro lU. 


1-28-Ycar A Received a copy oi annual etaiement £ar the year ended ccr;ta;nlr.r 

(1 year ago) rir.anclal atateniects as prepared and ccrtiGcd'by Hasby Jones U Cem^xar, 

r. Bolden C.P.A.*s. Operations for the year resulted in a net proBt of $£.2,CDC 

Federal Income taxes o£ $56,000 and a depreciation charge o£ $35,000. This 
compares with a net profit for the previous year of $ lOQ.CCO. Net sales 
increased $'437»000 to $2,596,000 while the gross profit margin decllr»*^d 
7. to 13,7^«. Met worth increased $62,000 as a result of retained 
earnings. 

The balance sheet showed current assets of $511,000 to pay current liabil- 
ities of $221,000 and total llablUtles of $257,000. VrorVung capital Increased 
$70,000 to $290,000 as follows; 

rUKDS PROVIDED FUKDS APPLIED 

Net Profit $ 62,000. Invest in Fixed Assets $ 16, COO, 

Depreciation 38,000, Deer. Ln Term Debt 2C,CC0. 

Deer, Prepaid Charges 1,000. 

Deer, due irozn Affiliates 5. OOP . Iccr. in Worrieg Capital 70,000 . 

Total Funds Provided $ 106, OQO , Total Funds Applied $ iQ*. ,CGC , 

Current assets consisted of cash $162,000, accounts recei'.*ablc (net) 
$143,000, cash value life insurance $23,000 and Inventories $1S3,000. 
jCash and receivables totalled $305,000 and were $E4,C00 In excess of 
[current UabiUtlcs. Inventories decreased $52,000 during the year and 
lending Inventories related to the coat of goods sold showed atumover of 
jl2.2 as compared with 10.5 times in fiscal year C. Long term debt was 
!$66,000 and consisted of notes due officers subordinated to bank debt, 

‘Keith A. Williams guarantees the entire indebtedness, 

I As of September 30, Year B, the company owed $16,000 os their casecured 
;term loan, the final payment of which Is due I.Iay IT, Year A. The balance 
now outstanding ic $5,000. The company had been steadily in our debt cn. z 
current basis since September, Year C, with high borrowings of $44,0C0 
until we received a clean-up in December, Year 3. There have been r.o 
current borrowings since that time. 

Balances averaged $ 107,000 as compared to SS7,C00 in Year C. 


2-16-Yenr AA Rccel%'cd a copy of the audit report for the Cscal year ended A, containing 

(This Year) financial statements of the company as prepared by Hasby Jcr.es tc Company 

G. Rawlins C.P.A.*e, Operations for the year resulted In a net profit of $30,000 after 

Federal Income taxes of $27,000 end a depreciation charge cf $3-{,0DC, For 
the previous fiscal year operations resulted In a net profit cf $62,000. 

Sales for the year were $1,249,000 a decrease of $ 1,347,000 from the 
p^c^dou8 year's figure of $2,596,OCO and the gross profit percentage 
Increased .8 points to 14.55*- worth increased $30,000 to $480, OCO 
as a result of retained earnings. 

The balance sheet showed current assets of $425,000 to pAy current LlftbU- 
ities of $140,000. WorV.ing capital increased $20,000 to $3lO.C0O as follcwf 

FUNDS PROVIDED FUITPS APPLIED 

Net Profit $ 30,000. Invest. In Fvxcd Assets $ 5,CC0. 

Depredation 34,000. Deer, in Term Debt. 4i,CC0. 

Deer. Due from Incr. Prep^i^i Expanses 2,000. 

Affiliates 6,000. Iccr. in Mlsc. Assets 2,CD0. 

Incr. in ’.VorHnj: Carltsl 20,00 0. 

Total Funds Applied $ 70,000 . Total Funds Applied S^70.C^C£ . 
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NAME 

RYAN DIE 


5-2-Ycar C 
(3 years ago) 
R« Samson 

(continued) 


3-16-Year B 
(2 years ago) 
T. Harrison 


OUSINCSS 

CASTING CO. Manufacturer 


Current assets consisted of Cash $74,000j accounts receivable (net) 
$190,000, cash %'alue life insurance $16,000 and Inventories $93,000. Cash 
and receivables totalled $264,000 and were $71,000 in excess of current 
liabilities, but $31,000 short of total liabilities. Inventories Increased 
$28,000 during the year and showed a turr.ov’cr of 12.2 times to the cost of 
goods sold as compared to 14.8 times In Year E« Long term debt was 
$102,000 and consisted of $62,000 subordinated notes payable to officers 
and $40,000 unpaid balance of our term loan. 

On August 28, Year D, we rewrote the $57,000 term made la May, Year F 
which had on unpaid balance of $13, 781.33, to a $66, 781. 33 term loan, 

5% rate. This loan Is repa^'ablc $2,024 monthly, having the same maturity 
as the original term loan. The unpaid balance la presently $50,589.33. 
IThcrc have been no current borrowings since May, Year F. 

Balances averaged $ 102,000 In Year D, as compared to $6 1 ,000 in 
Year E. 


AOOl^CSS 

1156 E. Drverly £t. 
Chicago 49, Illinois 


Received a copy of the audit report for the fiscal year ended C, ns pre- 
pared and certified by Hnsby Jones Company, C.P. A. *s. Operations for 
the year resulted in a net profit of $ 100,000 after Federal income taxes of 
$100,000 and depreciation charges of $39,000. The profit represents an 
80^ Increase from last ycaT*s net of $57,000. Sales for the year were 
$2,159,000 an Increase of 50^ or $716,000 from the previous year’s sales 
of $ 1,432,000 and the gross profit margin decreased 0,3% to 20.8%, Net 
worth Increased $ 100,000 by the addition of net profit. 

i The current ratio stood at 1.6 to 1 as compared to 1,9 to 1 last year, with 
Icurrcnt assets of $566,000, available to pay current Unblhllcs of $346,000 
*and total liabilities of $432,000. Working capital Increased $40,000 to 
.$220,000 as follows: 


FUNDS PROVIDED 
Net ProTIt ^$100,000. 

Depreciation 39,000. 


Total Funds Provided $ 139,000 . 


FUNDS APPLIED 
Invest, in Fixed Assets $ 27,000. 
Invest, in Afflhates 53,000. 

Decrease - Term Debt 16,0D0, 
Incr. Prepaid Expenses 3,000. 
Incr. in Working Capita l 40,000 . 
Total Funds AppUed $139,000 


Current assets consist of cash $84,000, accounts recci\'able (net) 
$229,000, cash value life Insurance SIS, 000 and inventories $235,000. 
Cash and receivables totalled $313,000 and were $33,000 short of current 
UabUlties and $119,000 short of total liabilities. Inventories Increased 
$142,000 and average Inventory showed a turnover of 10.5 limes to the 
cost of goods sold ns compared to 14.4 limes In fiscal Year D. 

Long term debt of $86,000 consists of: 

(1) $ 16,000 - the long term balance of our $67,000 term loan 
repa^-able $2,065 monthly to May, Year A, 

($24,000 included In current UnbllUies), 

$70,000 - A portion oY the bonuses due officers, which arc 
subordinated to bank debt. 


In addition to our term loan the company borrowed $44,000 cn a 
current basis In September, Year C, which was reduced to $35,000 
In December and $30,000 In March. Year B, which amount Is 
presently owing. We hold the guaranty of Keith Williams for the 
entire indebtedness. 

Balances averaged $87,000 In Year C» as compared to $ 102,000 In 
Year D. 
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4-13-Ycar D 
(4 years ago) 
F. Norman 

(continued) 


S-Z-Ycar C 
(3 years ago) 
R. Samson 


OUSINCSS 

CASTING CO, Manufacturer 


ACDWf^^ 


U56 E. LWvcrly St. 
jCMca^o 4‘^,_nUnDls 


FUNDS PROVIDED 
Net Profit $ 37,000. 

Depreciation 26,000. 

Deer, Prepaid 2,000 . 

Total Funds Provided S b5,Q0'Q . 


FUNDS APPLIED 
Invest. Fixed Assets $ 27,000. 
Deer. Term Loan 13,000. 

Incr. WorVinr Capital 25,000 , 

Total Funds Applied S' 65 ,000. 


Current assets consisted of cash, $62,000, accounts rcceiN-ablc (net) 
$101,000, cash value life insurance $14,000 and Inventories $65,000. Cash 
and receivables totalled $ 163,000 and were $44,000 in excess of current 
liabilities but $ 15,000 short of total UabllUlcs. Inventory* \va 5 reduced 
$14,000 during the year and showed a turnover of 14. S times to cost of 
goods sold compared to 11.3 times the previous year end. 

The term debt consisted of: 

(1) $27,000 which Is the balance of a term loan we made the company In 
May, Year F, of which $11,000 Is included In current llablUties. 

The loan was in the original amount of $57, 000 and Has beer, de- 
creased by monthly installrncnts of $948, which will run through 
May, Year A. The loan is guaranteed Keith A. Ahlliams, James D, 
Lemon, George R. Jones and Harold J. Adams, On March 13, Year D 
we wrote a commitment letter authorizing an increase In this loan of 
$60,000 prior to July 1, Year D, The terms of the original lo.an 
remain unchanged except for the monthly payments. 

(2) $350, which Is the long term balance on equipment purchase contracts, 

^ An additional $2,385 is Included In current llablUtles. 

i (3) $47,000 which is due to officers, represents that portion of bonuses 
for the past two years which have been rrloaned in the form of four 
I or five year notes to the company and are subordinated to banX debt. 

There have been no borrowings on a current basis since May, 

I Year F, when the company repaid a $9,000 loan wb*ch was on the 

1 books for three months, 

j Balances averaged $61,000 in Year E and $57,000 In Year F, 


Received a copy of the audit report for the fiscal >car ended D, conutn- 
lag financial statements of the company as prepared and certified by Hasby 
Jones tf Company, C.P,A,*s» Operations for the year resulted in a net 
profit of $57,000 after Federal Income taxes of $52,000 and a depreciation 
charge of $30,000, For the previous fiscal year operations resulted In a 
net profit of $37,000. Sales for the year were $ 1,432,000, an Increase of 
$236,000 from the previous ycar*3 figure of $ 1,206,000 and the eros^ profit 
percentage Increased 0,9^ to 21. Ifl, Net worth increased $58,000 to 
$268,000 as a result of net profit plus surplus adjustments of $ 1,000. The 
current ratio stood at 1.9 to 1 os compared to 2,1 to 1 a year ago. 

The balance sheet showed current assets of $373,000 available to pay 
current llnblUtics of $193,000 and total liabilities of $295,000, Working 
capital Increased $56,000 to $ 180,000 as follows: 


FUNDS PROVIDED 


Net Profit $ 57,000 

Depreciation 30,000 

Incr. Term Debt, 42,000 

Surplus AdJ. Res. for 
Bad Debts 2,000 

Deer. Prepaid 1,000 


Total Funds Provided $ 1 32,000 


FUNDS APPLIED 
Fixed Asset Additions S 73,000 
Added 1**53 Income Tcuc 3,000 

Incr, Working Capital 56,000 
Total Funds Applied $ 13 2 ,000 




ANAl^ySIS OF CHECKING ACCOUNT 


RYAK DIE 

CASTING CC:. 

fPANT 




Cctober-Year B 


Average Dally Balance 


S 103,500.00 


Dess Average Amount in Transit 


I':,320.00 


Net Balance 


84,160.00 


Less Reserve 


17,577,80 


Net Loanable Fuada 


55,502.20 


Income 




On Loanable Funds at 2-l/Z^i 



$138.54 

Cost 

No- of Items 



Cheers on us at .05 

512 

25.50 


Credit Cost (Deposits) at «12 

Z4 

2.68 


City CheeVs at .026 

550 

14.56 


Out-of-To'wn CheeVs at .026 

Cost of Handling Currency In the 

325 

6.45 


Deposits at 6C^ per thousand 
Overhead on each account per 

10, 520 

6.31 


month - even if the account 
shovs no activity 


1.00 


Cost of furnishing printed checks 
Total Cost 


5.50 

54.30 

Profit - (Loss) per month 

RemarV-a: 


S 74.24 

Exempt the account from a service 

charge- Ar»alyre pencdlcaUy. 




CORPORATION COMPARISON 
OF STAT£:MENTS-(Condensed) 


Ryan Die Casting Company 
1156 £. Beverly St, > Chicago 


Comparative Figures for Stx Years 


F E D C B A 


(000 OMITTED) 

X CASH 

2C0VTS ftMKT SECURITIES 

$ 

4 NOTES RECEIVABLE-TRADE 

6 ACCTS RECEIVABLE-TRADE 

6 RESERVE EOR BAD DEBTS 

EXAM 

6 TR3.AQ0 

57 

KXAH 

5 YRS.AGO 
62 

EXAM 

ft YRS.AQQ 

7ft 

EXAM 

3 THS.AGO 
8ft 

EXAM 

2 TRS.AQO 
162 

exam 

1 TR.AGO 

13 ft 

7 NET RECEIVABLES 

B INVENTORY (IS3/ISt INCL.I 

A 9 CASH VALUE LIFE INS 

5 10 

81 

79 

11 

101 

65 

1 ft 

190 

93 

16 

229 

235 

18 

lft3 

183 

23 

123 

lft3 

25 


22R 

2ft2 

173 

666 

611 

ft26 

T 12 

S xS ft DEFERRED CHARGES 

7 

5 

4 

7 

6 

8 

X4 DUE FROM OFFICERS ft EMFL. 

X6 AOV ft INVEST -AFFILUTES 




53 

ft8 

42 

X6 OTHER ASSETS 

X7 FIXED ASSETS 

217 

57 


306 

102 

323 

129 

328 

166 

2 

330 

187 

19 NET FIXED ASSETS 

160 

161 

206 

19 ft 

172 

lft3 


20 

21 


23 TOTAL ASSETS 

24 NOTES PAYABLE-BANKS 

395 

ft08 

583 

620 

44 

737 

22 

620 

L 26 NOTES PAYABLE-OTHER 

1 26 ACCOUNTS PAYABLE-TRAOC 

^ 2? ACCRUALS 
, 28 FEDERAL ft OTHER TAXES 

[ 29 DUE INDIVIDUALS 

18 

9 

59 

25 

18 

20 

11 

ft9 

2ft 

1ft 

ftl 

2ft 

58 

ft7 

23 

65 

ftS 

106 

59 

2ft 

38 

3ft 

59 

52 

16 

ftft 

20 

35 

16 

T SI CURRENT LIABIUTIES 

129 

118 

193 

555 

2ZI 

113 

^ 82 LONG TERM DEBT-BANK 

ft5 

13 

ho 

16 



g S3 LONG TERM DEBT-OTHER 

28 

ft7 

62 

70 

66 

25 

ns TOTAL LIABlLlTir.« 

202 

178 

295 

ft32 

287 









N 

g 38 SURPLUS RESERVES 







T 39 CAPITAL STOCK-PREFERRED 

ftft 

ftft 

ftft 

ftft 

ftft 

ftft 

40 CAPITAL STOCK-COMMON 



R 42 

T 43 CAPITAL SURPLUS 

H 44 EARNED SURPLUS 

lft9 

186 

Zftft 

3ftft 

ft06 

zf5o 

ft36 

ftSiT" 

46 NET WORTH 

46 TOTAL LIAB. & NET WORTH 

47 CURRENT ASSETS 

48 CURRENT LIABILITIES 

193 

395 

228 

129 

ft08 

2ft2 

118 

583 

373 

193 

820 

566 

3ft6 

737 

511 

221 

290 

525^ 

ft25 

115 

3io 

. 49 WORKING CAPITAL 
y 50 CURRENT RATIO (It -f 111 

M 61 QUICK RATIO (t 2 7-*- ]|) 

22 

1.77 

T.Q7 

12ft 
2.05 
1.38 

1.95 

3 .37.. 

1.63 

.91 

2.32 

1.38 

450 

3.70 

2.23 

4S0 

M 62 TANGIBLE NET WORTH 

A 63 WORTH X DEBT (51 + JS) 
ft M!«US 

10*^ 

.96 

926 

710 

1.29 

1,206 

.98 

l,ft32 

.90 

2^59 

100 

1.57 

2.596 

62 

3.ft2 

1,249 

30 

66 NET PROFIT 1 LOSS 

26 

37 

57 

66 DIVIDENDS 

67 INC / OECWORKING CAPITAL 

68 INC 1 DECNET WORTH 

22 

26 

25 

37 

56 

58 

40 

100 

70 

62 

20 

30 


69 CONTtNCCNT UABIUTItS 






•<»0 H Z m < Z “ “DZC" S, ZO'“H>' 0 “r— ou> p ranwco'" ■« c r* -o w C "> oi Z O “ H >■ » « t: o 


(000 OMITTED) 

101 NET SALES 

102 COST OF SALES 

103 GROSS RROriT 

104 SELLING a OPERATING EXP 

105 GENERAL a ADMIN EXP 

106 

107 PROFIT FROM OPERATIONS 

103 

109 OTHER INCOME 

110 OTHER EXPENSE 


112 PROnr BEFORE TAX 

113 INCOME TAXES 


F 

E 

D 

c 

B 

A 

YRS.AGO 

6 TiS.AGO 

5 HIS.AGO 

4 YRS.AGO 

3 YRS..«JO 

2 YHS.AGO 

YRS.AGO 

5 YRS.AGO 

4 IRS.ACO 

3 YRS.AGO 

2 YRS.AGO 

1 YR. AGO 

926 

1,206 

1.432 

2,159 

2.596 

1.249 

6q6 

963 

1.12Q 

1.709 

2.240 

1.068 

230 

243 

303 

450 

356 

181 

Sh 

105 

102 

117 

135 

106 


136 128 201 223 221 

3 7 11 li* 12 

65 68 99 l ‘*5 117 3^^ 

79 7^* 109 199 lie 53 

"Se 37 ^ W 55 2T 


lu 


116 NET PROFIT AFTER TAX 

26 

37 

57 

100 

62 

30 

116 EARNED SURPLUS-BEGINNING 

123 

149 

186 

244 

344 

4o6 

117 NET PROFIT AOSS 

26 

37 

57 

100 

62 

30 

118 DIVIDENDS 

119 SURPLUS ADJ. NET 



1 




120 

121 

122 

123 EARNED SURPLUS-ENDING 

124 SOURCE OF FUNDS 

149 

186 

244 

344 

4o6 

436 

125 NET PROFIT 

26 

37 

57 

100 

62 

30 

126 DEPR. AMORT DEPLETION 

17 

26 

30 

39 

38 

34 

127 INC -TERM DEBT 

65 


42 





128 


129 

180 OTHER ACCOUNT»>NEr 

181 SURPLUS ADJUSTMENTS 

132 DECREASE WORKING CAPITAL 

133 TOTAL 

134 appucation op funds 

136 DIVIDENDS PAID 

136 INVESTED IN FIXES ASSETS 

137 REDUCTION'TERM DEBT 

138 INV. IN AFFILIATE 

139 

140 OTHER ACCOUNTS-NET 

141 SURPLUS ADJUSTMENTS 

142 INCREASE WORKING CAPITAL 

143 TOTAL 

144 % GROSS PROFIT (103 ion 
146 % SELL a OPER EXP (104-^101) 

146 % GENL. a ADM EXP (tOS lOI) 

147 % PROFIT BEFORE TAX (112 101) 

148 %PROFIT AFTERTAX (11S+ ion 

149 % RECEIVABLES CURRENT 
160 

161 INV. TURNOVER OH COST OF SALES 

162 

163 tNVEKTORY-nmSHES 

164 INVENTORY-PROCESS 
166 INVENTORY-RAW 

166 INVENTORY-OTHER 

167 RESERVE FOR INVENTORY 

168 NET INVENTORY 



2 

1 

2 


6 

2 

108 

65 

132 

139 

106 

66 

86 

27 

73 

27 

16 

5 


13 


16 

20 

41 




53 






3 





3 




22 

25 

56 

40 

70 

20 

108 

65 

132 

139 

106 

66 

24.9% 

20.2% 

21.1% 

20.8% 

13.7% 

14.5% 

% 

% 

% 

% 

% 

% 

10.2% 

8.7^ 

7.1 

5.4% 

5.2% 

8,5%» 

8.0% 

6.2% 

7.6% 

9.2% 

4.5% 

4.3% 

2,8% 

3.0% 

3.9% 

4.6% 

2.4% 

2.4% 

% 

% 

% 

% 

% 

% 

14,8 

12.2 

14.4 

10.5 

12.2 

13.4 

61 

40 

74 

1E7 

125 

88 

18 

25 

19 

48 

58 

55 

79 

65 

93 

235 

183 

143 


SPREAD BY 
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MEMO SHEET 

NAME BUSINESS ADDRESS 

1156 E* Beverly Street 

RYAN DIE CASTING CO. Manufacturer Chicago 49, Illinois 


6-13-Year C Keith requested our permission to pay bonuses of $8,000 to each of the 
J. Smith principals, reducing the bonuses owing them. I agreed to this and will have 

(continued) new subordination notes prepared and the present notes cancelled. 

Keith Williams is still active in managing the company but more and more 
responsibility is being given to the other three principals. Keith is sure 
if an accident should happen to him the other three men would be capable 
of operating the business in the same progressive manner. 

9-17 -Year C Mr. Smith today loaned the above company $44,000 at the rate of 5-1/4% 
Wallace on a plain note basis, due on May 17, Year A. 

11- 8-Year B Keith Williams called at the bank and reviewed with the writer statements 

G. Keough as of and for the fiscal year completed B. 

Sales for the year totalled $2,596,000, up $500,000 from a year ago. They 
state a profit of $204,000 before Federal income taxes, officers* bonuses 
and contributions to the profit sharing trust. After these deductions net profit 
amounted to $62,000, a yield of Z.4% on net sales. Gross profit fell from 
20. 8% to 13.7% compared with last year due to Increased material costs. The 
company has not been able to pass the added costs on to their customers. 

Keith asked our consent to pay offlcers bonuses of $81,000 for the year. 
Company has been on our current ledger for more than a year and were In an 
easy cash position and I told him it would be more prudent to retire the 
current loans before payment of bonuses. He was agreeable. They will de- 
clare bonuses of $81,000 for the flscal year and technically pay these bonuses 
and $35,000 of subordinated notes, but they will return $66,000 to the business 
so that the net cash bonus will be $50,000. The $66,000 will be subordinated 
to bank debt and they will pay off our current loan in the amount of $22,000. 

Balance sheet shows a very liquid position with cash, receivables and cash 
surrender value life Insurance (total $307,000) well in excess of current 
liabilities of $221,000 and total liabilities of $287,000 inclusive of the 
$66,000 owing to officers. After the action has been completed net worth 
will amount to $450,000 exclusive of subordinated notes. 

12- 15-Year A I called here today and in the absence of Keith Williams, President, I 

O'Toole visited with Jim Lemon, Vice President, and George Jones, Secretary. 

Lemon told me volume was down a bit due to lack of large orders but that 
the die casting business was good, so that results were profitable. Business 
is operating at a good level with sales of about $79,000 to $87,000 a month. 

On a volume this size the company should have a profitable year. 

Both Lemon and Jones expect to be present at our Profit Sharing luncheon 
to be held shortly. They have an Insurance plan now and are of the opinion 
that they should change to a trusteed plan and will talk this over with us at 
the luncheon or shortly thereafter. I expressed appreciation for the excellent 
relationship and the balances they keep on deposit with us. 

2-2-Year AA Had a nice visit with JTim Lemon, Vice President, and George Jones, 

Reagan Secretary. I discussed the company's profit sharing trust which they will 

open with us next month. 
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Memo Sheet 

NAME BUSINESS ADDRESS 

1156 E, Beverly Street 

RYAN DIE CASTING CO. Manufacturers Chicago 49» Illinois 


5- 12-Year F The term loan to this company will be dated May 11, with proceeds 

0*Toole credited to the company's account. The current note of $ 10,000 should be 

charged to their account at this time. 

11-25-Year F Today Keith ■Williams, along with Arthur Peck from the office of Hasby, 

G, Keough Jones & Company, the auditing firm employed by the company, called at the 

bank and reviewed with the writer the preliminary figures for the year 
ended F. 

Last year was an excellent one. Based on previous year's percentages, they 
intend to pay officers' bonuses of $53,000 on a pre-tax profit figure of 
$ 127,000. Keith Williams also reported they would require 50% of the amount 
to pay personal Income taxes. They will replace the balance of the bonuses 
back In the business and subordinate the amount to bank indebtedness. This 
will Increase working capital about $30,000. They have completed their 
expansion program so working capital at the fiscal year end should amount 
to $ 110,000. I told them to write a letter requesting our approval under the 
term loan note. We will prepare subordination agreements as soon as they 
send us the required information. 

3-15-Year E I called at the company today and had a long and pleasant interview with 

O'Toole Keith Williams and the other three principals of the concern. 

The expansion program, for which we advanced the funds with a term loan, 
has undoubtedly increased the value of the property and has also supplied 
the company with more office space and better organization of the plant 
facilities. Keith Williams informed me that volume continues at a high level 
and with some new equipment the net profit should show an increase over 
last year. Their bills are current with plenty of cash in the bank. Keith 
thanked us for our aid in financing the expansion program. 

1-29-Year D Keith Williams called at the bank today and requested our aid in acquiring 

G. Maxwell a new 250 ton hydraulic press which will run about $57,000 to $61,000 

Installed, Keith as'ked us to rewrite our term loan to $67,000 to be repaid 
In the same time limit of the present loan. 1 consented to this. The company 
may not have need of the funds until about four months so I have provided a 
commitment letter for 120 days with a fee of 1/2 of 1%, 

8-28-Year D Today I put through the term loan described in the previous memorandum. 

G. Maxwell Rate is unchanged With covenants substantially the same. 

6- 13-Year C I called on the company today and had a very pleasant visit with Keith 

J. Smith Williams and Jim Lemon. 

Operations are still running at a high level and they forecast that the 
flscal year C will be the best in the history of the company, with volume 
in the vicinity of $2,500,000 to $2,600,000, 

I noticed that conditions in the plant are again crowded, even with the 
expansion program put through in the last few years. Heavy inventory build- 
ups were made in anticipation of a steel strike. The company has an option to 
obtain a little plant across the street for $50,000. I told the principals that 
we would be happy to grant another term loan to help their acquisition. The 
new 250 ton press has been of substantial help in building volume and 
improving their profit margin. 




can 


NAME 

RYAN DIE 


9-15-YeaT G 
G, Maxwell 


1-13-Year F 
J, Smith 


2-2-YeaT F 
B. O Toole 


4-9-Year F 
G. Maxwell 


Memo sheet 

BUSINESS 

CASTING CO. Manufacturer 


ADDRESS 

1156 E. Beverly Street 
Chicago 49» Illinois 


Ryan Die Casting Co. is one of our old accounts and is engaged in manu- 
facturing dies against confirmed orders. The company has an excellent 
reputation and both sales and profits have shown good Increases over the 
years. We think highly of the management and the company's prospects for 
the next few years appear bright. The company has requested current 
borrowings to support sale increases and a term loan for plant expansion. 

We shall be pleased to take care of their requirements. Balances in the 
account have lately been averaging $30,000. 

Keith Williams called at the bank today and requested a term loan in the 
approximate amount of $57,000 to replenish working capital which will be 
expended over the next four or five months In the construction of an addition 
to their plant. For some time they have owned two of the dwellings bordering 
their plant on the Northwest, which have now been vacated and tom down and 
an addition la now In progress. A new space of approximately 5,000 feet will 
be developed. $44,000 of the $57,000 to be expended represents the general 
contractor's price and the balance of $13,000 will be spent in heating, wiring, 
crane facilities, heat treating and other miscellaneous equipment. Their 
present plant Is very overcrowded with the result a great deal of fabricating 
work has to be contracted to jobbers with a corresponding reduction in profit 
margin. Williams is sure that with additional space, operating efficiency 
will be Improved and costs lowered. The company continues to operate 
profitably. Williams reported that volume for the last month was around 
$87,000, an all time high- Hasby Jones, CPA's are preparing quarterly 
reports and we will receive copies when they are completed. 

This Is a full loan In relation to the company's working capital but I told 
Williams we would make it predicated on terms and conditions we would In- 
corporate in the note and we would Include the guarantee of the four principals. 
We will want some restrictions on bonuses being paid the officers. It would 
be Imprudent to stop payment of them, but they can be accrued and then sub- 
ordinated to bank debt, Williams consented to this and was sure that the 
company would go along. The new building foundation has been laid and paid 
for and he does not anticipate a need for the funds for two or three months. 

We will provide current borrowings if needed to be repaid when the term loan 
Is taken down. One of our officers or myself will call at the plant in the next 
two or three weeks to discuss term loan covenants with the compa.7iy. 

I visited with Keith Williams and the other three principals of the company. 
The new addition Is well underway. Operations are on a high level with the 
building pressed for space and turnout clearly mcfficient. We are drawing 
up the term loan note for $57,000 even though the company may not draw down 
the funds for two or three months, 

Keith Williams called today to advise us about their plant expansion. He 
picked up the $57,000 term loan note. They have decided to install a new 
overhead crane lor material handling and a heat treating unit which will cost 
about $6,000. Keith Informed me they were In an easy cash position with 
balances about $35,000 after paying all their trade bills on a discount basis. 
Williams expects a high level of operations until this summer. Business Is 
running at an all time high. Keith expects to put through his term loan about 
the second week in May. 
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Memo Sheet 

NAME BUSINESS ADDRESS 


THE RYAN DIE CASTING CO. 


IN RC ABOVC HCW ACCOUMT THE RECORDS INDICATE YOU INTRODUCED OR ARRANCCO FOR SAME. 
KINDLY FURNISH HEREON FOR THE COMFLCTION OF THE FILE ALL THE INFORMATION YOU CAN CETON 
THE BU8JCCT 


7-31-Year F 
T.F. J. 


The Ryan Die Casting Co, was introduced to us by Mr, John Adamson, 
President and principal stockholder of the Jones Manufacturing Company. 
Mr. Adamson has known both Mr. Williams and Mr. Lemon for a 
number of years and regards them as outstanding men of integrity with a 
number of years experience In this line oi business. 
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Memo Sheet 

NAME BUSINESS ADDRESS 

1156 E. Beverly St, 

RYAN DIE CASTING CO, Manufecturer Chicago 49, III. 

3- 28-Year C Letter to ICelth Wllllatris, President: "In the temporary absence of 

Mr. Keough this will acknowledge receipt of your letter dated March 27, 
enclosing financial statement of Ryan Die Casting Co., as of December 31, 
Year D, We appreciate having these statements for our files and they will 
be referred to Mr. Keough upon his return to the bank next Monday. " 

4- l6-Year C Letter to Harold J, Adams, Treasurer; "In accordance with our dis- 

cussion yesterday, we have charged your account for the ninety-day note. 
The paid note, duly cancelled, is enclosed for your records, together with 
our covering advice. Would you kindly sign a copy of this letter as receipt 
for the above document. Best regards.” 

12-26-Year B Letter from Harold Adams, Treasurer: "I am enclosing a note for 

$50,000. Income tax payments of over $55,000, bonuses to employees and 
payments for our new crane are taxing our bank balance heavily. Let me 
know if you have any questions. ” 

12-27-Year B Letter to Harold Adams, Treasurer. ”We acknowledge receipt ol your 
letter of December 26, enclosing your company’s note in the amount of 
$50,000 which we have discounted today and our advice of credit is 
enclosed. Best regards, " 

2-15-Year A Letter from Keith Williams, President; "As you will note from our 
audited statements of December 31, Year B, we have exceeded the 
limitation of our term loan agreement in regard to fixed assets additions. 
The limitation on fixed assets was $50,000, We exceeded this limitation 
by $4,674.83. We will appreciate your cooperation In covering these 
deviations in the best manner possible. ” 

2-l6-Year A Letter to Keith Williams, President; "We have for acknowledgement 
your letter of February 15, advising us that your audited statements for 
the fiscal year ended December 31, Year B, reflect that you have exceeded 
the limitation In the term loan agreement and requesting our consent to 
expenditures for fixed assets in the sum of $54,674.83. We hereby give 
our consent to the foregoing with the understanding that except as here 
provided the term loan remains In full force and effect," 
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NAME 


Memo sheet 

BUSINESS 


RYAN DIE CASTING CO. Manufacturer 


ADDRESS 

1156 E. Beverly St. 
Chicago 49 , III. 


1-15-Year 


E 


Letter from Harold Sams, attorney: ”I have, and enclose herewith, a 
short history of the Ryan Die Casting Company, which I think you will 
find interesting. " 


4-23-Year C 


Copy of letter from Keith Williams to National Bank, St, Louis, 
Missouri, and sent to us by Keith Williams: "We are pleased to note that 
you have agreed to extend our company a $50,000 line of credit for the 
present year. We appreciate your desire to be of service. " 
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Memo Sheet 

N«.Me eUSINESS ADDRESS 

1156 E, Beverly St« 

RYAN DIE CASTING CO. Manufacturer Chicago 49, Illinois 

9-14-Year F Industrial Milling Machines# Inc.: **For your files we are pleased to 

J.S.M. say that the high credit we have extended the above account during the 

(continued) past year has been $5,000# and at the present time nothing Is owing. 

Their bills have always been paid within our discount terms and we 
consider the account as being very desirable." 

8-23-Year C Mr. Peters, Credit Department, National Bank of St. Louis: "I should 
like to make a mutual checking with you on this name as they are coming 
in today for $40,000 and have not been out of our debt for a full month 
yet. The company gave us a clean up In the middle of July, after being 
In our debt since last October and they used as high as $50,000, although 
they were only owing us $25,000 from March on. Balances have averaged 
about $ 14,000 the past year and we have no complaint to make of the manner 
In which they have handled their affairs here. We continue to have conTidence 
In his ability and Integrity and will go along as we have In the past. Our 
regular line to the company is $50,000 but we would not hesitate to go 
higher. We obtain the endorsement of Mr. Williams on paper. We have 
not obtained a trade checking this year but they still anticipate and discount 
their bills. " 

12-21-Year A Called Mr. Peters, Credit Department, National Bank of St. Louis in 
order to bring our records up to date. Mr Peters emphasized previous 
favorable relations with this company. The experience of the National 
Bank has been as follows: "Line of credit remains at $50,000 on the 
endorsement of Mr. Williams. Company was out of debt until November 
when they came in for $50,000, which is presently owing. Balances for 
the past year averaged around $15,000. Periodic investigations in trade 
quarters have shown high credits of $ 17,000 with payments invariably 
retired on a discount basis. Last trade checking was made about two 
months ago. The account is still a very desirable one," 
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NAME 

Memo sheet 

BUSINESS 

ADDRESS 

RYAN DIE CASTING CO- 

Manufacture r 

1156 E Beverly St, 
Chicago 49, III. 


9-14-Year F Dun & Bradstreet: "We have an up-to-date report on this company and It 
J. S.M. contains statements for the past three years, including the balance sheet 

of last December 31. We have no current trade checking but pre\ious 
reports show the company anticipates and discounts. We will send you a 
copy of a current trade checking as soon as an investigation is made." 

Mr, Peters, Credit Department, National Bank of St. Louis: "This 
account opened with us about ten years ago. The account has been very 
satisfactory with balances averaging low five figure amounts. Balances 
so far this year are averaging around $15,000. We have loaned them on 
an unsecured basts with satisfactory results, supported by the endorse- 
ment of the President of the company. His net worth is nominal. Vie do 
not have any later statement figures than December 31, and we do not have 
a late detailed trade checking. The December 31, statement according to 
our analysis shows a tangible net worth of $ 193,000, consisting of common 
stock of $44,000 and surplus of $149,000. Current assets of $228,000 were 
available to pay current liabilities of $129,000 resulting In a working 
capital of $99,000. Comparative statements reveal consistent Increases 
In net worth and working capital. Operations last year resulted in a net 
profit of $26,000 on a sales volume of $926,000. Earnings are retained 
in the business. 

In the event you care to contact their suppliers, they have been doing 
business with the following concerns: Hi-Test Steel Company, Rite-Way 
Crane Co., Central Lathe Works, Reliable Forgings, lac., General Tools, 
Inc., and iadustrlal Milling Machines, Inc." 

Hi-Tcst Steel Company: "We have been doing business with this concern 
for several years and have not hesitated to grant them credit up to $15,000 
on sixty day terms. They discount their bills and we have a high regard 
for the company. " 

Rite-Way Crane Co.: "We have been doing business with this concern for 
the past two years, the highest credit extended being about $ 10,000 and 
bills are paid promptly on sixty day terms. At the present time they are 
owing us about $7,000 which is not due. They are discounting their bills 
with us. " 

Central Lathe Works: "These people are well known in the trade and 
have no trouble in securing credit for their requirements. Our account 
has never run over $4,000 although we would gladly go higher than that 
as they discount their bills." 

Reliable Forgings, Inc.: "This is a very good account and they always 
discount their bills. They arc not owing us at this time but in the past 
we have sold them as high as $ 10,000. The principals in our opinion are 
aggressive. They never miss a discount with us." 

General Tools, Inc.: "We have sold the company for years and have a 
high regard for the principals. We do not hesitate to sell them up to 
$15,000 or $16,000. Bills are discounted. They owe us only $1,500 at 
present. " 
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NAME BUSINESS ADDRESS 


1156 E. Beverly St. 

RYAN EXE CASTING CO. Eies Chicago 49f Illinois 



NAME A ADOKE$S 


33 33 


SUMHART 


TRADE 


BAILING 


CURREITr 


A-AD 2 MAY 16 19— N 
RyAH DIE CASTHTG CCMPAJJY (life) MRFR 

1156 E EEVERIY ST 
CHICAGO 49 nUlTOIS 


IXJE TO UHSETTLED LABOR COIfDITIOns IH THE INDUSTRY. EXPENSES WERE REDUCED 
AND OPERATIONS ROIAINED EROFITABLS. SALES TREND SO FAR THIS YEAR CONTHfUES 
DOWNWARD, BUT OPERATIONS ARE ON A PROFITABLE BASIS AND FINANCIAL CONDITIOIf 


1928 

B + 1 

TRADE 

DISC-PPT 

SALES 

$1,249,000 

WORTH 

$4&),000 

IMPLOYS 

136 

JS DROPPED 

5056 LAST YEAR 


IS LIQUID. 

HC 

OWE 

TERMS 

MAY 12 19— 

SOLD 

4000 


1-10-30 

Disc 

Over 3 yrs 

2800 

1000 

2-10-30 

Disc 

Over 3 yrs 

600 


2-10-30 

Disc 

Over 3 yrs 

100 

100 

1-10-30 

Dlsc-ppt 

2 yrs 

9000 

2000 

Net 60 

Tpt 

Over 3 yre to date 

8000 

3000 

Net 60 

Vpt 

Over 3 yrs to date 

9000 

Curr 

60 days 

I^t 

Over 3 yrs 

3600 

2000 

30 

I^t 

Over 3 yrs 

1000 

1000 

Net 

First Sale 



Accovints are maintained at one local bank and at one In St. Louis, Mo. Loans 
for ciurent and for long term purposes have been granted on the strai^t un- 
secured note of the corporation. Borrovlngs have been handled as agreed. All 
loans vere cleaned up before the last statement date and there have been no 
ret^ests for accezzmodation since. 

On May 13, 19— , H. J. Adams, Treasurer, stated that sales for the first foiar 
months of the current year decreased about 35^ ccaopared vith the same period 
of last year, but that operations have continued profitable due to the fact 
that production shtpnents have been a^dnst firm contracts. He said that 
production outlook for the next few months was not too favorable, since back- 
log of \mfilled orders was at the lowest level for the past several years. 

In order to diversify, management is considering the possibility of adding 
aluminum and alloy castings to Its line. 

At the present time inventory is approximately $120, CXX), largely la raw 
materials, and accounts payable are about $20,000, Due to the restriction in 
production and shijments, there has been no recent need for long or short- 
term borrowings. Cash position continues strong vith balances totalling in 
excess of $100,000. Adams is expecting a pickup in regular orders as soon as 
customers re-tool for their new models and is optimistic about the last half 
of the year. 
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Figures prepaf^d fran statements signed by H. J. 

Adams, Treas. Accountants: Hasby, 

Jones & Co., CPA's, Chicago. 









FlSAKCIAl STATIMElirS 




(C) 


(B) 

(A) 



Three 


Two 

One 


Years Ago 

Years Ago 

Year Ago 

Cash 

$ 

84,000 

$ 

162,000 

$ 134,000 

Accounts • Receivable 


229,000 


143,000 

123,000 

Inventory 


235,000 


183,000 

143,000 

TOTAL CURRENT ASSETS 


548,000 


h8d,000 

400,000 

Land 


10,000 


10,000 

10,000 

Other Fixed Assets 


184,000 


162,000 

133,000 

Cash Sur. Life Ins. 


18,000 


23,000 

25,000 

Misc. Receivables 


.... 


— 

2,000 

Deferred Charges 


7,000 


6,000 

8,000 

Invest. & Adv. Affil. 


53,000 


48,000 

42,000 

TOTAL ASSETS 


820,000 

$ 

737,000 

$ 620,000 

Due Banks 


44,000 


22,000 



Accounts Payable 


65,000 


38,000 

44,000 

Federal Income Taxes 


99,000 


56,000 

23,000 

Other Income Taxes 


7,000 


3,000 

12,000 

Accrued Liabilities 


48,000 


34,000 

20,000 

Due Off. & Stkhldrs. -Current 


59,000 


53,000 

16,000 

Term Loan To Bank-Current 


24,000 


16,000 

... 

TOTAL CURRENT LIABILITIES 


346,000 


221,000 

115,000 

Due Offlcers-Subordinated 


70,000 


66,000 

35,000 

Term Loan To Bank 


16,000 


— 

... 

Common Stock 


44,000 


44,000 

44,000 

Earned Surplus 


344,000 


406,000 

436,000 

TOTAL LIABILITIES 

$ 

820,000 

$ 

73T,000 

$ 620,000 

NET WORKING CAPITAL 

$ 

202,000 

$ 

267,000 

$ 285,000 

CURRENT RATIO 


1.58 


2.21 

3.48 

TANGIBLE NET WORTH 

$ 

388,000 

$ 

450,000 

$ 480,000 


Inventory valued at the lover of cost or market. Accounts recelvahle are less reserves 
of $2,000 for tad dehts. Machinery, fixtures and eaulpiient are less reserves of 
$165^000 for depreciation. Fire Insurance on inventory $200,000; on buildings $125,000; 
on machinery and equipment $250,000. No contingent debt reported. 

(COirriHUED) 
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IHCOME STAIEMEniS AHD SOHPUJS RECOHCIlIAnOHS 


(c) 

(B) 

(A) 


Three 

Two 

One 


Years A^ 

Years Ago 

Year Ago 

HET SAUS 

$2,159,000 

$2,596,000 

$1,249,000 

Cost of Goods Sold 

1,709,000 

2,240,000 

1,068,000 

GROSS PROFIT OB SALES 

QCFEBSES 

1(50,000 

356,000 

181,000 

Selling 

Administrative 

117,000 

135^000 

106,000 

OTHER IHCOHE 

11,000 

14,000 

12,000 

OTHER EXHEIISES 

11(5,000 

117,000 

34,000 

HOT IKCrac; BEFORE TAXES 

199,000 

118,000 

53,000 

Federal Income Taxes 

99,000 

56,000 

23,000 

BET IBCCME AFTER TAXES 

$ 100,000 

$ 62,000 

$ 30,000 

SURPLUS AT START 

$ 21(4,000 

$ 3‘('(,000 

$ 406,000 

Bet Inc erne 

100.000 

62,000 

30,000 

SOREUJS AT EHD 

$ 344,000 

$ 406,000 

$ 436,000 


AHALTSIS The volume of this buainesB is primarily dependent on production in the 
autaaotive and appliance industries . ITet sales increased 20^ between 
Year (c) and Year (B), but dropped sli^tly more than 50^ during Year (A) due to a 
slun^j in automobile nanufactiuring %rtilch was brought about by a steel strike. ITever- 
thelesB throu^ good management a well balanced financial condition was maintained 
and operations were kept on a profitable basis. Bet Working Capital and Tangible Bet 
Worth have shown consistent expansion as no dividends have been declared or paid. 

Cash flow has been sxifficlent to permit item Due Officers fit Stockholders - Current, 
consisting of accumulated bonuses, to be reduced substantially, the current bank debt 
to be cleaned up, the deferred item Due Officers-Subordlnated to be reduced from 
$70,000 to $25,000, and the Term Doan to Bank to be liquidated completely. At the 
same time other current debts comprised of accounts payable, accrued liabilities, and 
taxes have been retired when due. 

Deferred item Due Officers-Subordinated consists of non-interest bearing, unsecured 
notes due more than one year frcm last statement date. These notes, also represented 
by deferred bonuses, have been subordinated to aiy existing current and term bank loans. 

Inveetaents & Advances Affiliate $42,000 at the close of Year (a) consisted of $35,000 
capital stock, representing a 30^ Interest at cost in R-D-C Tool Co., Inc. which is 
described tmder History in this report, and merchandise advances $7,000 on regular 
trade terms. 

0EE31ATI0B Products: Manufactures against direct order steel die castings (90^) and 
does some assembling (lO^). 

Distribution: Sales to manufacturers in the automotive, aircraft, fain equljcant and 
appliance industries. 

Territory: The entire United States 
Accoxints: 150 
Teims: Vf> 10 days net 30 
5 16 
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OPERATION (Continued) Seasons: Hiere are no pronounced seasonal aspects, "but produc- 
tion and shipoents are dependent upon seasonal variations ex- 
perienced by customers. 

Snployees: 125 production; 6 office; 5 salesmen. 

Facilities: Owns a one-story, brick, concrete and steel factory "type structure 200 
by 300 feet which houses plant, tool shop and offices. Equipaent is of late design 
and incl\ides a 250 ton hydraiillc press, power presses, trimning machines, cranes, 
ani finishing tools. 

MANAGEMENT Keith A. Williams, Pres. James E. Lemon, V Ites. 

George R. Jones, Sec. Harold J. Adams, Treas. 

Directors: Harold J. Adams, Bert B. Bell, James E. Lemon, and Keith A. 
Williams. 

HISTORy Started: 1928 as a partnership of Walter C. Ryan and Keith A. Wi3Lllams, 
Incorporated: IHinols May 17, 1930. 

Authorized Capital Stock: 500 shares Ccemon $10 par value. 

Outstanding Capital Stock: lAOO shares; 1500 shares owned by Williams, 1500 by Lemon, 
1000 by Adams, 300 by Jones. 

Williems bom 1902, married, graduate of Purdue 1925 » Eaployed as a draftsman by Mid- 
West Die Casters, Chicago 1925-1928. Ha s the general supervision of the business. 

Life insured for $100,000, business the beneficiary. Williams also President of 
R-D-C Tool Co., Inc., ^Aiich is described In a following paragraph. 

Lemon, bom 1912, married, graduate of University of Iowa 1935* Employed by this 
business 1935^ elected Vice President 19^, since 1946 has been in charge of sales. 
Life Insured for $50,000, business the beneficiary. 

Jones, bom 1919, married. 193^-1942 employed in trust department of State Bank & 
Trust Co,, 1942-1945 served in U.S. Air Force; 1945-1949 employed in production de- 
partment of anpire Electronics, Davenport, Iowa; with Ryan Die Casting Company (inc) 
since 1949 , elected Secretary 1955* Is office manager, 

Adams, bom I 906 , married, graduate of Rutgers 1929* With this business in various 
capacities since its incorporation in 1930. Was elected Treasurer in 1951 following 
the death of Walter C, Ryan. Is in charge of finances. Life Insured for $50,000, 
business the beneficiary. Is Vice President of R-D-C Tool Co., Inc. 

Bell, ^o owns 100 shares of stock, is a partner In the lav finn of Bell & Burdick, 
Chicago. 

Throu^ inter-locking personnel and a 305^ capital stock interest, Ryan Die Casting 
Company (inc) is affiliated with R-D-C Tool Co., Inc,, manufacturer precision gauges 
for the autonotive and aircraft industries, Detroit, Michigan. That concern was 
formed in 1948. At Year (a), R-D-C Tool Co., Inc., had a tangible net worth of 
$ 165^775 EUid was in a satisfactory financial condition. Aside from occasional mer- 
chandise advances on 30 terms from the subject to R-D-C Tool Co., Inc., there are 
no other inter-compsny transactions such as cash advances, loans, guarantees, or en- 
dorsements between the two concerns. 
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(Pleue att&ch deta3«d cehedole* if tme« prorided are inadequate) 

To THE HRSTT NATIONAL BANK OF CHICAGO 


Nta* (Ceiponcc «7)< bbJo c&tfter) __ BX&Ji-DXxLCASTHIG-C OlTAir Y 

Bo«.«t :fetal_Die3 

Ue.t»(> ll ^iS_£ .-BeverlY St. , Ch icago BfMuJiei — 

For the purpose of obtamms cfetSt, from tjrr^ to brae, from the above K»nV for our cesobable 

paper. of otherwise, the nnde m gned funrahes the fdlowmg sUlemeot of coocJiioa as of Bl st; t^fjrS D e cember ] Q-- 

and the uademsaed agrees and guarantees that said sta tera ect and all other tnfcrraaboo berem furnished a in all respects true and correct 
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1 to 30 i»yt put due- 
31 to 60 dijn put due. 
61 to 90 d* 7 i put due- 
91 to 160 dAyt put due. 
18) diyi or mort put d 
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■ -■ ir *a, iJrt 


iteW*«defffor bed d*t» durini period uada rerirr. I 200*00 Awounl reonrered dunnt wiae paiod. t 3 , Q . Q ., »Q . Q _ 


Whit unount of leeounU *nd/or note* reewW* hire e raitunty cieee«Eftf on* 7 «tx froo rtitaaeatdite? 8—— 

p o r t uwJ Men*T 

Stite TM t im i iiH tmoont cwrcfit toddrtedom durinj lut &te>I jttr, 8 - P ete.— 4 — . 

Sute ndaiauiB vnount cumnt tnd^tednen duna« Ust fiicil yetr. 8 .. ■ ■ ■ . D »te — - — .-81 
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tad we haeby tpa to obtiin ihi btnL’t eowait befere borrowiaf in oem id thit tawat. 
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Contact Record 


NAME 

BUSINESS 

ADDRESS 

RYAN DIE CASTING CO. 

Manufacturer 

1156 E. Beverly St, 
Chicago 49, III. 


12-5-Year 
J. Smith 


E 


Called today and found the company very busy, Mr. VrilUams said sales 
volume was up for the year. 

The company will show a good profit this year. Keith V/illiams is adding 
extra men to keep up with the increased demand. He is very optimistic 
about the future. 


6-18-Year C 
G, Keough 


I had a pleasant visit with Keith Williams, President, and George Jones, 
Secretary. Mr. Williams told me our services had been most satisfactory. 
He has a very high regard for our services and commends the bank to his 
friends whenever the occasion arises. Sales are still increasing and 
prospects remain bright. Both men expressed appreciation for the call. 


9 -6 -Year C 
J. Smith 


I stopped in to see Keith Williams who was out for the day. I left my 
card with his secretary and asked that he be informed of the nature of 
my call. 


11-19-Year A 


I called on the company today and had a nice visit with Keith Williams, 
President, and George Jones, Secretary. Mr. Williams said the company 
would show an excellent profit but a little below last year. Sales are at an 
all time high and they intend to Increase bonuses. They Intend to pay off 
bank indebtedness in sixty days. 


7-6-Year AA 
F. Bolden 


Called on the company today and visited with Mr, Williams. He said 
sales are way off but he will show a good profit because of profitable 
contracts. 





REPLIES TO INQUIRIES 
















chapter H 


DESCRIPTION OF A TYPICAL 
BANK CREDIT FILE 


The most essentiae recoed i\ the credit department or a 
bRDLng Hmtuoon .s the credit file, or, as it is aUo called, the credit folder 
H lAout the information that the credit file contains, there conid be no 
redit department Konhj of the name In a compact form this file holds 

fo™ , a “■* """S'"’'"' of information and the 

Th,h7*'" "> 'I'-s chapter 

their an.,/ a''"^ prepare their credit SSa ot 

Ihinn as “ there anj such 

sittiaLns ^ '''■"P ='’‘‘ t'oord S)Stem snitable for all banU in all 

modifies the « ^ c? of the credit department insanab!) 

meet the eie ° ^ “"t* beeping records from time to nine to 

m^ hosres r of pttticular bank The aense credit file 

ac^M s ’ ' ‘‘'P' “P oontpltte m es ery respect, and readil) 

Tba^ oLer ""'I™" “ “ o^ttating to either a depositor or 

particular banl"*Ah' ^7" ^”’0’ *^oob to bank but also snthm a 

the of 1 cit ' 'r “"’P'o- -o^J 0 "tore expensiie coser for 
lattef “e 1 d,n?TT"a','’f “f its nomeustomers, because the 

mM ^hlf ^ a'** “"“O'' ooser on a customers file 

larger than lett''”^'^ a ”tdboard, or fiberboard, it may be slightlj 
— "Inr r 0 >'00l< TTte file for a non 

> mpl^ base a regular manila coser The outside coiets 


3S 



DESCRIPTION OF A TYPICAL BANK CREDIT FILE 29 

may be of different colors, such as green for correspondent bank accounts, 
and gray, blue, or maroon for commercial accounts. The customer’s name 
is invariably placed on the protruding edge of the rear cover. 

Credit folders ordinarily are kept alphabetically in filing cabinets, except 
that correspondent banks generally are filed geographically by cities, 
because so many banking institutions have similar names. Folders on 
foreign names likewise are generally filed geographically. Folders of non- 
customer accounts are often filed separately from customer accounts. 

CONTENTS OF THE CREDIT FOLDER 

As a rule each credit folder is divided into several sections, separated by 
index sheets of stiff paper. Each section contains a specific type of data, 
such as memoranda by the ofiicer, financial statements, correspondence 
with the borrower, other correspondence, bank and trade checkings, 
clippings and circulars, and commercial agency reports. In case the folder 
is not divided in this manner, the information is placed in a uniform order 
in each folder so that any specific information may easily be located. 
The particular credit file illustrated between Chapters I and II is divided 
into nine sections, which are separated by eight index sheets into the fol- 
lowing types of credit information: 

1. Summarized information 

a. History sheet 

b. Record of overdrafts and returned checks 

c. Bank officer’s annual report 

d. Account analysis form 

2. Statement comparison 

3. Memoranda and interviews 

a. Recent memoranda 

b. Memo sheet on the opening of the account 

4. Direct correspondence 

5. Other correspondence 

6. Investigations 

a. Bank checkings 

b. Trade checkings 

7. Clippings and circulars 

8. Financial statements and mercantile agency reports 

9. Contacts 

a. Interviews with officials of the concern 

b. Replies to inquiries 
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If reference is made to the illostrated credit file, the explanaoom ihu 
foUov. %%ill be more readily comprehended Nonce pamculatlj tht, 
V. here there arc tM o or three pages m a section, page i^vo is on top of 
page one and page three is on top of page two, instead of following tad 
other m numerical order This method of arrangement is followed » 
that the latest information will always be on top Notice also that the 
information reads from the bottom of the file up All pages arc 8^ b) n 
inches, the standard size of a business letterhead Most pages also have 
wide margins at the left, in which are placed the dates of mtcr\icws and 
correspondence, and in the case of interviews and mvesagaaons, the 
mitials of the bank officer or the credit investigator who obtained the 
information and put it in the credit file 

Summarized Informallon 

The first three or four pages m most credit folders contain summanzed 
information that the banker desires to have readily available In the tjpxal 
credit file this information is separated into four distinct parts, which arc 
described in the follownng paragraphs. 

History S/ eet -The histor)' sheet is really the flyleaf of the creAt 
folder This sheet giv es the customer’s name, address, and bne of busmtsi, 
the date when the account was opened, the initials of the bank officer viho 
accepted the account, and, if the concern is incorporated, the names of lo 
offiaals and their atles If possible, the name of the person who mtrodaced 
the customer to the bank is also noted, as he may be a source of credit m 
formation and otherw ise helpful m future relations with the new custorrer 

TIic record of rclaaonships with other departments show’s to what 
extent the customer maj from time to time be using the different faahties 
of the bank This informauon indicates potential opportunities for addi- 
tional business and is extrcmel) valuable m the case of a large bank, with 
such vaned facilities as a bond department, a trust department, a travel 
bureau, a savings department, safe deposit vaults, and an international 
banking department 

WTicn a customer’s note bears an endorsement or guaranty, the names 
of the endorsers or guarantors are recorded on this same sheet for readi 
reference Inthiswav the information is readilj av ailablc without sending 
to the discount department for the note itself. The other bank connecuons 
of the customer arc also recorded here, up*to-date information which is 
essential in order to make regular checkings with them, patncularl) in the 
case of borrow mg accounts 
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The various reJated accounts to which the bank may have loaned money 
are then recorded on this sheet so that the bank officer will have before 
him a picture of all of the cuostomer’s activities and will not extend 
too large a volume of loans in the aggregate to the same general inter- 
ests. 

Toward the bottom of this sheet is the printed word “Basis,” which 
simply indicates the service charge, if any, to be placed on the account. 
The method of arriving at this charge is explained more fully in connec- 
tion with the account analysis form, which follows in the credit file. 
Finally, there is a space for remarks that a bank officer might consider 
of sufficient importance for recording on the first sheet of the credit 
file. 

Record of Overdrafts and Returned Checks.— Tim second sheet in the 
credit file is important whenever the bank must return checks drawn 
against insufficient balances or against uncollected funds. A bank can 
hardly be expected to disburse funds that it has not had time to collect. 
The record indicates the date each check is returned, the amount of the 
check, and the reason for its return. 

This sheet is also used to record checks that are actually paid by the 
bank when an account is overdrawn. The customer may have other 
accounts, or he may have made an error in his records. If the bank is 
satisfied regarding his integrity and his financial worth, it may permit an 
occasional overdraft, but no bank looks upon the practice with favor and 
ordinarily will request that an account be closed if the customer con- 
sistently overdraws. Interest may be charged on the overdraft. This form 
shows the date of the overdraft, the amount of the overdraft, and whether 
it was finally covered by a deposit. 

Bank Offlcefs Annual Report.— Shortly after receipt of the depositor’s 
annual financial statement, the credit department posts it upon the com- 
parative statement form, which appears later in the credit file. The bank 
officer who deals with the customer then prepares a brief summary of the 
financial condition of the business and of the relationship of the customer 
with the bank for the period covered by the financial statement. This 
summary points out the principal items on the latest financial statement, 
makes comparisons with the preceding statement, and calls attention to 
any favorable or unfavorable changes during the year. Though not found 
in all bank credit files, this form has a definite advantage in requiring an 
officer’s report at least once a year on every borrowing account. This 
annual review gives a worth-while perspective on the customer’s financial 
position and his relationship with the bank during the preceding year. 
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Account Analyze Form—'Ry mcaiB of cost analysis, a bank dttenTu^*a 
whether an account is being earned at a profit or a loss TTie practice of 
analj-zing accounts has become general, with the increasing rccognjooa 
that banks should receive a reasonable return for the services the) render 
Some banking institutions analyze all of their accounts tnonthl) OJv« 
banks anilyze their accounts once or mice a ) ear, by selecting a ccmci 
number for anal)sis each month until the entire list of depositors has been 
covered When an account rcgularl) shows a loss, a monthl) analvas 
should be conducted for a reasonable period to provide accurate knovkl- 
edge before discussion with the depositor 

Cost anal)’5is rev cals operating losses not only in small accounts, but also 
in large accounts \v hich are so activ e that the amount tamed fails to cover 
the expense incurred in handling them This actu ity includes the freqaena 
of checks wntten, the number of deposits, and the amount of w npped 
currcnc) furnished On accounts showing a loss, the bank wall gencnll) 
make a regular scrv ice charge or require larger balances in order to earn 
a reasonable return 

The specific anal) sis included m the credit file shows an average dail) 
balance for the )ear of $103,500, from which is deducted $193:0, the 
average amount uncollected or m transit daily From the net balance of 
$84 180 the bank deducted 2t per cent as the amount required for its 
reserves TTur percenage was above the minimum required b) li« 01 
demand deposits in this central reserve ci^ bank On this reserve the bank 
earns no return. The balance, or $66 50: lo m this illustration, represents 
the average net loanable funds for the month analyzed 

The bank estimated that its average income on all loanable funds was 
aVi per cent, so u earned $138 54 on this account for the month under 
review 

Following the computation of income is the analysis of the costs of 
handling the account The customer wrote 51a cheefe, which at $03 per 
check cost the bank $2360 Twcnt)-four deposits at $ 12 per deposit 
cost $2 88 The deposits included 360 checks drawn on other banks in 
the home cit) and collected at an esnmated cost of $ 026 each, or $145^ 
3:3 out of town checks collected at an estimated cost of $026 each, or 
$8-43, and $10 520 m currencj, which cost $ 60 per $1000 to handle, or 
$6 31 TTic bank also included a general overhead charge of $1,00 monthl), 
made on all accounts irrespective of activit) The cost of the 312 pnntcd 
checks which the bank furnnhed during the month was estimated at $3 30 
The total cost of all these items amounted to $64 30 Hence the bank earned 
a profit of $74 24 for the month '\\Ticn low interest rates prev ail and watb 
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the increased cost of doing business, many small banks have found an 
increasing proportion of their income derived from service charges. 

Statement Comparison 

The second section in the credit folder consists of a comparative state- 
ment sheet. Each balance sheet that is received is condensed and spread 
upon this columnar form. The information on both the front and the 
reverse sides of this form facilitates comparison and analysis of trends from 
one year to another. The comparative form illustrated may be used for 
most types of business concern. Some banks use slightly different forms 
for utility, finance, and small loan companies, partnerships and individuals, 
the principal difference being in the classification or caption of the various 
accounts. Many banks use the same comparative statement sheet for pro- 
prietorships, partnerships, and corporations, making necessary changes 
with pen and ink. 

Memoranda and Interviews 

The third section consists of memoranda and interviews. Page one in 
this section of the credit file is a special “Memo Sheet” and is the last 
page in this section. Upon opening a new account, the bank officer receives 
this sheet from the credit department. The printed matter at the top of 
the sheet requests him to report all of the pertinent information he 
obtained from the depositor when he accepted the account. The sheet is 
then placed in the credit file. Any space remaining on this page is used 
for future memoranda. The second and subsequent pages in this section 
are used by the loan officer to summarize any information of value obtained 
in conversation udth the depositor and others. 

Direct Correspondence 

The fourth section in the credit folder is used to file correspondence 
that the bank has had with its customer. Some banks file the correspond- 
ence itself in the credit folder. Other banks abstract or copy the corre- 
spondence entirely, as illustrated in the credit file. In the latter case the 
saving in space and filing costs and the ease of reading consecutive corre- 
spondence may compensate for the expense of copying or abstracting. 
The practice adopted will depend largely upon the volume of credit 
work and the manner in which various responsibilities are shared by the 
executive head and the members of the department. 
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Other Correspondence 

The fifth section of the credit folder contains correspondence that 
bank has had with others relative to the customer At Gmes this corn 
spondcnccma} be toluminous, and at other umes limited Some banks file 
the onginal correspondence, whereas others make abstracts This cor 
respondcncc maj , for etample, be with guarantors regardmg a loan made 
to an affiliated business enterprise 

In this section are filed copies of agreements of all kinds, such as sub- 
ordination agreements under which, for example, liabilities due to the 
officers bj a company maj be subordinated to the bank’s loans. There 
maj be agreements to pa\ dindcnds only after retinng all or a part of 
the bank debt, to hold the salancs of the management below certain figotts 
until bank loans hate been liquidated, to maintain a minimum current 
raoo, to maintam a prescribed mirnmum working capital, and to use all 
surplus earnings to reare an old bank debt which has become a slow 
loan protided a new loan is advanced to rehabilitate the compan} 

Investigations 

The sixth section consists of invcstigaoons The nature of investigations 
made b) the credit department is explained in Chapter III and is also 
indicated m the cvTical credit file Inv esaganons of borrow ing accounts 
are imanablj made at least once cvcr\ )car with other depositones and 
w ith important trade creditors This is one of the most Important activities 
of the bank credit department and will be referred to from time to amc 
throughout this volume 


Clippings and Circulars 

The seventh section is made up of newspaper and magazine clippings 
and circulars pertaining to the customer Some banks make abstracts of 
the clippings, and others file them directlj In this section of the file are 
also kept applicaoons for listing securities on a stock exchange, under* 
wnrmg arculars and newspaper advertisements of stock and bond 
offerings Onl) clippings that have a real bearing upon the customer’s 
credit standing should be filed A news report of a large damage suit or of 
a suit involving patents would, for example, ordinanlj be included 
whereas a regular newspaper adverasement of the customer’s products 
would usuall) not be 
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Financial Statements and Mercantile Agency Reports 

The eighth section of the credit folder is made up of financial state- 
ments and mercantile agency reports. In the event that statements are 
parts of detailed audits, they may be placed in separate manila folders. In 
that case the principal credit folder may be marked with a small red 
sticker to indicate that there is a separate statement folder. 

The statement form illustrated in the sample file was prepared by the 
bank for use by corporations in submitting financal information. The 
essential difference between this form and that used by partnerships and 
individuals is the elimination of items relating to the outstanding capital 
stock. Various financial statement forms in current use are shown in 
Chapter VI. When a business or an individual presents an audit satis- 
factory to the bank, the statement form is unnecessary. 

Mercantile agency reports are kept up to date and filed with the 
financial statements for ready reference by the loan officer. In the case of 
non-borrowing accounts, financial statements are often obtained from 
mercantile agencies rather than from the depositor. 

Contacts 

The ninth and last section consists of uvo parts; a contact record 
sheet and a sheet to record all inquiries on the name. 

Interviews with Officials,— The purpose of the contact record sheet is 
to provide in easily available form a record of calls made by the banker 
upon the customer at his place of business. Sometimes the record of these 
calls is placed in the front of the folder on the memorandum sheets. In 
that case this particular form may be eliminated or used simply to note 
the date of the call, the initials of the officer who called, and the name of 
the individual who was interviewed. The other details would be placed 
on the memorandum sheet, and the single sheet of the contact form would 
then show at a glance the record of calls made by officers of the bank 
over several years, and whether the program of calling had or had not been 
neglected. Well-managed banks find it worth their while to call upon their 
customers in order to become better acquainted, actually to see the plant, 
farm, or store in connection with which loans have been made, and to 
look for evidence of good or bad management as indicated by the external 
condition of the fixed property or inventory. 

The banker has a better understanding of the customer and his problems 
after seeing him at work at his place of bu.siness. The customer also has 
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an opportunity to become better acquainted w ith the banker and to learn 
what assistance he may fairl) request and receive As a result there is a 
freer and franker discussion of the banking relationship, to mutual 
advantage 

Replies to Inquiries —This form is sometimes not included in the credit 
folder, but is kept by the department as one of the auxiliary credit records 
On It IS listed the names and addresses of all individuals and businesses that 
inquire about the customer, together with the dates inquiries arc rccened 
and answered An additional column is provided for the initials of the 
person answering each inquiry This column is important when inquincs 
are answered verbally, as in large cities When inquiries are received and 
answered by mail, this column is less essential, since carbon copies of all 
letters are kept m a separate file for ready reference 

A complete record of inquiries is helpful m the periodic invcsngation 
of a customer The probabilities arc that those who inquired have had, or 
have contemplated having, credit relations with the customer and so tvill 
be able to give the benefit of their experience with him Bank mquincs 
may also mean that the inquiring banks have depositors transacting busi 
ness with the customer If organizaoons of questionable integrity and 
reputation should make inquiries, the bank might find it expedient to 
investigate them The businesses and individuals with whom a customer 
has relations may thus reveal valuable information to the credit department. 

Additional Sections 

If the credit folder is on a large corporation with one or more affiliated 
companies that have accounts with the bank, information regarding these 
names is at times included in the credit file The names of individuals 
associated with the company who have accounts with the bank might also 
be included If, for example, the president of a concern has an account at 
the bank, the credit information on his name might follow the section of 
the credit file dealing with the corporation account In this way informa 
tion on affiliated individuals or concerns is readily available in one place 
for reference when a particular situation is being analyzed 

Supplementary Files 

In the case of a large corporation, a bank may keep two or three laigc 
credit folders on it In this case the folders may be simply marked 
“Fredenck Jones & Co , Inc , File No i,” “File No 2,” and ‘ File No 3 ” 
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In addition, as already explained, there may be a separate file containing 
bulky detailed audits or financial statements. 

SUPPLEMENTARY RECORDS 
Average Balance and Loan Card 

The most important of the records supplementary to the credit file, 
and in some banks the only supplementar)’ record, is the average balance 
and loan card. Sometimes this card is placed in the credit folder, but in 
most banks it is filed in a cabinet and outside of the folder. Two or more 
sets of balance and loan cards may be kept in different places in the bank: 
one set in the credit department, for example, and another set more 
readily available to the loaning officers. 

The information that is given on the typical average balance and loan 
card is indicated in Figure 7, on pages 38, 39, showing both the front and 
the reverse of the card. The two sides of the card furnish a vast amount of 
vital information, including the name and the address of the account, the 
date the account was opened, the inditndual who introduced it to the 
bank, and the names of the officers or partners in the case of corporations 
and partnerships. Space may be provided for additional information, such 
as the dates on which checks were returned “N.S.F.” (not sufficient 
funds) ; the monthly service charge, if any is made; the net worth, liabilities, 
and excess quick assets for several consecutive years; associated accounts, 
other bank connections, guarantors on loans, and remarks. The card also 
contains space for a continuous record of the average balances and loans 
for six years, so that the loaning officer may quickly see the relationship of 
the customer to the bank for a reasonable period of time. 

In the illustration the average balance for Januaty, year A, was $168,000, 
and for February, $166,000. The card shows the high and low points for 
loans each month. In January the customer owed a high of $10,000 and 
a low of $8,000. In April the high loan was $4,000 and the low one, 
$2,000. The loan was paid in May, and the customer remained out of debt 
for the remainder of the year. 

Notice that the loan space is divided into upper and lower sections. The 
upper section is for the record of direct loans to the customer, while the 
lower one is for indirect loans. When the concern borrows on its o'wti 
note, the obligation is a direct loan. If the borrower brings a customer s 
note to the bank and the bank discounts the note (with the customers 
endorsement), the loan is an indirect one. To illustrate, in the month of 
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Figure 7A Average Balance and Loan Card (front) 



March, year A, the upper secuon shows a high of $6,000 in direct loans 
and the lower section a high of $3,000 m indirect loans In the same month 
the card shows that the Ioh point for the direct loans was $4,000 and for 
indirect loans was $2,600 

The card illustrated is a rather complete one Some cards do not pro- 
vide space for all the information that this one makes possible All cards 
do, however, provide a record of loans extended and balances earned 
from month to month over the years 

Records to Facilitate the Work of the Credit Department 

The more extensive credit departments necessanly use a number of 
other forms of lesser importance than those described Four in particular 
are helpful m carrying on a systematic and organized routine 

1 One member of the depanment may have the responsibility of obtain- 
ing mcrwntile agency records on aU accounts When the bank is large, 
the number of accounts is often so great that a record must be kept of 
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Figure 7B Average Balance and Loan Card {reverse) 
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the dates on which the agency reports are requested and subsequently 
received. 

2. Another member of the department may keep a complete record of 
all investigations and their final disposition. These investigations may be 
conducted to revise the credit files of the bank or for correspondent banks, 
depositors, or officers of the bank. 

3. Records are often kept showing the financial statements normally 
due each month, as well as the requests for financial statements which 
have not been answered. 

4. The credit department may also keep records of the new loans made 
each day and of the loans maturing each day for a week or so ahead. The 
credit files on these names are kept up to date so that full information vdll 
be available in case renewals are requested. 
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A SMALL BAKK IN A RLTRAL COMMUNITY WILL ORDINARILY HAVE 

correspondent banks in several larger cities. In contrast, a large city bank 
in New York or Chicago may have several hundred and occasionally 
several thousand correspondent banks located throughout the United 
States and in scores of foreign countries. Each of these hundreds and thou- 
sands of banks compiles and interchanges credit information with many 
others. 

In addition, every business enterprise is a potential source of credit 
information regarding the individuals and the businesses with whicli it has 
relationships. The gathering, compiling, recording, and interpreting of 
credit information is thus a dominant influence in American business life. 
The thoroughness, intelligence, and accuracy with which credit investiga- 
tions and analyses are made today have assumed the proportions of a prac- 
tical science. The result has been a steadily increasing number of 
well-organized, fully equipped, and competently managed bank credit 
departments. 

To keep pace with business changes, the bank credit department has a 
twofold responsibility: first, to keep a careful record of the businesses 
that go out of existence annually and of the new businesses that are 
established within some practical geographical limitations, for the benefit 
of the new business department; and, second, to revise the records of 
existing businesses, particularly borrowing accounts. 

More work is naturally required in the credit departments of newly 
established commercial banks and trust companies and in those that have 
only in recent years fully appreciated the advantages of complete and 
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accurate credit information These insntutioris must not only revise pres- 
ent records but also increase the number of names on hich comprehen- 
sive mformaaon is maintained 

Bankers arc occasionally credited \nth uncanny accuracy of judgment 
m detecang poor credit risks without using extensive credit information 
Even with this unusual gift, if it docs exist, bankers find it profitable to 
base their credit decisions upon exact facts Insufficient investigations and 
inadequate facts are thin soil from which t<? expect sound loan pohcics 
to spring and grow Equipped with full credit mformaaon gathered from 
all available sources, how ev er, the banker w iH avoid hasty’ loan decisions 
and bang to his task an intelligent comprehension of the borrower’s 
request, a sympathetic understanding of the debtor’s busmess and its 
operaaon, and a willingness to give every reasonable consideraaon to the 
borrowers credit requirements Only an madtqmne tfppiecMftitm of ibe 
sigmficant role of the credit department in the successful operaOon and 
management of a well-operated commercial bank could account for the 
failure to develop these credit facilioes adequately 

Bankers obtain credit information (i) direct from the execuaves of 
the business concerned or from the individuals who are under mvesaga- 
aon, while mdirect mformaaon comes froni those m a posiaon to be 
familiar with the vanous factors that make up the credit responsibility of 
the busmess enterprise or the individual 

INFORMATION FROM BORROWERS 

Direct mformaaon may be obtained through the following four com- 
plementary approaches 

1 Personal interview’s These take place generally m conferences at the 
bank or at the borrow er’s place of business 

2 Invesogations by the bank These may take a variety of forms, 
dependmg upon w hat information is sought The banker may' call upon 
the borrow er at his place of busmess, make a careful mv esnganon of the 
plant, the equipment, the farm, or other assets, and personally examme the 
accounang records In large banks a staff of accountants may specialize 
m making detailed independent audits of the finanaal condinon of 
borrowers 

3 Correspondence with the borrower Tlie correspondence may relate 
to such matters as general and specific business condiaons, explanaoons of 
Items m the balance sheet and the mcome statement, price trends, mv en- 
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tory problems, competition, expansion policies, estimates of credit require- 
ments, and the program for retiring obligations. If the borrower is located 
near by, this information may be obtained in personal interviews. When 
the borrower is located at some distance, however, correspondence gen- 
erally is necessary. 

4. Financial and operating statements; Financial statements may be pre- 
pared by the borrower’s own bookkeeper or staff of accountants, by inde- 
pendent accounting firms, or by the bank’s own accountants. 

Personal Interviews 

A superior type of information may frequently be obtained by contact 
with the subject. In discussing his inventory and labor problems, sales and 
managerial problems, and future plans, the borrower gives the banker an 
unusual opportunity to “size up” the credit risk. A brief but accurate 
record of every interview should be summarized and recorded in the credit 
file. In this way there is gradually built up in the file an excellent case 
history. This record enables the banker to determine whether the man- 
agement has demonstrated its ability to discharge its responsibilities over 
a period of years. 

A personal conference also permits the banker to discuss with the bor- 
rower the various aspects of his financial statement, particularly increases 
or decreases in important items beween the last two statement dates, and 
items that may not be fully understood by the banker. The statements 
may, for example, show a large amount due from officers. The banker 
should ascertain the origin, trend, and liquidity of such an item. Certain 
officers may be living beyond their means and borrowing from the business 
for that purpose. He should also learn what possibility there is, if any, 
that such loans will be repaid in the near or distant future. 

Investigations by the Bank 

An idea of what a bank can accomplish in investigating a credit risk 
directly for itself, for a correspondent bank, or for one of its commercial 
customers may be obtained by examining actual reports of investigations 
made by the trained employees of an efficient credit department. Two 
such reports are presented below in the approximate form in which they 
would appear in the credit file. In the typical credit file there would be a 
wide margin on the left-hand side of the page, and in that margin would 
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appear the initials of the investigator and the date on which each call or 
interview was made ‘ Sometimes an entire investigation is started and 
completed on a single day by one member of the credit department At 
other times several members of the department may work several days 
on an investigation As in the typical credit file, most of the following 
information is written in the first person, in the words used by the indi- 
vidual being interviewed 

A Typical Bank Inveatgation of an Individual —The first illustration 
of a typical investigation made by the credit department of a bank deals 
with an individual who was establishing a new business enterpnse The 
Safe Trust and Savings Bank, Anko, Iowa, wrote the Traders National 
Bank of Chicago, Illinois, on February 28 requesting information regarding 
the general reputation and dnancial responsibility of one Raymond U 
Metcalf, 7642 West Kilman Avenue, Chicago, Illinois, as one of their cus- 
tomers expected to enter into business dealings with him The name did 
not appear m either the current telephone directory or the city directory 
The following investigation was then conducted 

Credit Agency 'Suniber 1 ‘ We have no information on this individual ” 

Credit Agency Number a “We have had no occasion to compile a report 
on this name " 

Credit Agency Number j “We have no information on this individual '* 

Telephone Information Operator “This individual does not appear to be 
one of our subscribers ” 

The Elton Light Company “This person js not a user of our electric serMce 
We have no information regarding him ” 

The Northern Gas Company “This individual, as far as our records indicate, 
IS not a user of our service We are unable to be of any assistance ” 

Investigator's Report 

Upon referring to the numerical street and avenue guide, which was several 
years old, I [1 e , the credit investigator] learned that, at the tune the book 
was compiled, the property at rhis address was vacant However, according 
to the guide, the property at 7642 was occupied by Samuel Easton, and his 
name appeared m the telephone directory 1 called Mr Easton on the tele- 
phone, and he stated that one Martin Roberts resided at 7642 West Kilxnan 
Avenue Mr Easton was not acquainted with Mr Metcalf I telephoned the 
home of Mr Roberts, and he said that Mr Metcalf had been boarding with 
his family for the past month He further stated that Mr Metcalf was con- 
templating going into business by himself, and he promised to have him get 
in touch with me 

Mr Metcalf came m to see me today [one day later] He mdicated that he 
I and°lV^^ appearance of these pages, see the typical credit file between Chapters 
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intended to engage in business for himself and would operate strictly oh a 
commission basis, selling bottled and canned fruits, vegetables, pickles, and 
condiments in behalf of several out-of-town fruit and vegetable packers. He 
stated that he was 35 years of age, and had been born and raised in Ohio. 
This would be his first business venture on his own account, as he had for- 
merly been employed by the Smith Food Products Co., Inc., as sales manager 
for twelve years, and for about five years previously had been employed as a 
salesman for the Best Corporation, both companies being located at Cleveland, 
Ohio. He claimed that he would seek no credit, but would operate strictly 
on a commission basis, merely obtaining orders; shipments would be made 
direct to his customers by the companies he represented. In addition to repre- 
senting the two companies by which he had formerly been employed, he 
believed that in the very near future he would be able to make additional 
connections. 

When questioned as to the extent of his resources, he stated that he owned 
no real estate, stocks or bonds, but believed that he had sufficient capital to 
enable him to live comfortably until his business was fully established. At the 
present time he maintained no bank account, but would form a connection 
with one of the smaller neighborhood banks within a month or two. He 
formerly carried a small savings account with the National Bank of Cleveland, 
Cleveland, Ohio, the account number being 136942. 

His business would be operated from the above address temporarily. If the 
venture should be successful, an office would be opened in the central manu- 
facturing district. Mr. Metcalf indicated that he had severed his connection 
with the Smith Food Products Co., Inc., as he had felt that there was little 
prospect for him to go higher in an organization which was more or less a 
family concern. He was still a young man, and he believed that, with the 
experience and with the contacts he had acquired, he should be able to make 
a success of this business. Mr. Metcalf was single. He made a very good 
appearance and impressed me favorably. 

I telephoned the Chicago offices of each of the two corporations by which 
he had formerly been employed. The managers of each of these offices con- 
firmed the information submitted by Mr. Metcalf. They also explained that 
he had left their services voluntarily. They believed him to be a gentleman of 
good character and reputation, and that, with the experience acquired through 
his connections with them, he should be successful in his operations. 

I also communicated with his former bank connection, and they replied 
that he carried a small three-figure savings account, but, as the relationship 
involved no extension of credit, they had had no occasion to inquire into his 
affairs. In our behalf they made several inquiries in Cleveland, and the infor- 
mation developed there was of a uniformly complimentary nature. Mr. Met- 
calf’s record is apparently clear of suits and judgments. He has the reputation 
of meeting his obligations promptly. 

The report on Mr. Metcalf is relatively simple, but it is typical of the 
investigations that are made of individuals who are comparatively un- 
known and who have decided to start in business on their own account. 
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The reports, whidi indicated that there was no such indmdoal, 
micht ha\ c led a less erperienced investigator to draw hastj* and erroneous 
conclusions. 

If the mrestiuator had ceased to research for information after having 
faded to obtain any leads from the first six sources, his report not only 
would have been of no value, but might have reflected unfavorably upon 
Mr. Metcalf. MTien the credit investigator had completed his inquiries, 
he was able to male an intelligent report which w'as helpful to both the 
inquiring customer of the low a bank and Mr, Aletcalf himself. 

A Typ’cal Bmk Investigation of an Established Enterprise.— The sec- 
ond illustration is representative of mvesnganons which are made of 
successfullv operated business enterprises and which indicate no particu- 
larh’ unusual hazards The Federal National Bank of Xew' York Qtj* 
wTOte the Manufacturers Trust Company, Akron, Ohio, on March 14 
requesting credit mformaoon concerning the Arlan Distributing Company, 
502 Vi Nonh Central Avenue, Akron, Ohio One of the bank’s depotitors 
had been selling to that concern in substantial amounts and was contem- 
plating a material increase m its line of crediL The following investigation 
was then made by the credit department of the Manufacturers Trust Com- 
pany, Akron, Oluo 

Credit Agency dumber 1 “We have an up-to-date credit report on this 
companv It contains comparative financial statements for the past three jears, 

mcloding the last fiscal balance sheet as of December 3 1, 19 . We hare made 

no recent trade investigation. Trade rcvisioiis made m the past, however, hare 
alwavs found the companj well regarded and with a uniform record for 
rearing its obligauons in accordance with terms of sale. We shall send j 00 a 
copy of the report, and as soon as the new trade mvesagauon is completed, 
the full details will be sent to j ou. The concern maintains an account at the 
Safe Trust and Savings Bank.” 

Mr Kmg, Credit Deperment, Safe Trust and Srvtngs Bank’ “We have been 
favored with a verv sansfactorv account from this concern since the inception 
of the business in 1930 Prior to that time the pnncipal was a partner in 
another business which had maintained an account with us for a good many 
vears. The account averages m satisfacroiy five-figure proportions, balances 
last \ ear having been better than $15,000 In recent months balances have been 
slightly under that amount. M'e have loaned the concern m liberal amounts 
on an ungeared basis, supponed by the endorsement of the president of the 
companj whose outside worth is very oonunal. Last jear our Joans reached a 
peak of $50,000 The account owes us Siopoo at this time- Borrowings were 
bquidatcd m full, three or four months last v ear. The principals have demon- 
strated their abilrj' to operate the bosmess profitablj*, even under adverse 
business conditions. Our last trade mvest^don was made a j wr ajo and was 
verj' sattsfactorj', believe that the concern is fullj responsible for credit 
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for its re^ar trade requirements. We have been furnished with their com- 
plete audit as of last December 31, which, according to our analysis, showed 
a tangible net worth of $161,600, consisting of capital stock $120,000 and 
surplus $41,600. Current assets amounted to $216,400, including cash of $14,000, 
accounts receivable of $132,800, and inventory of $69,600 to pay current liabil- 
ities of $61,400, of which $50,000 was due to us. Comparative financial state- 
ments reveal consistent increases in tangible net worth and net working capital. 
Operations last year were conducted at a profit after income taxes of approxi- 
mately $25,000 on a sales volume of $956,000. The concern was started with 
a modest capital, and earnings for the most part have been retained in the 
business. In the event you should care to consult several of their suppliers, 
they are doing business with the following concerns [six trade references were 
submitted].” 

Trade Reference Nwnber i: “We have been doing business with this con- 
cern for several years and have not hesitated to grant credit up to $20,000 on 
sixty-day terms. Bills have invariably been discounted in ten days. We consider 
the account one of the best on our books. The principals are capable and are 
highly regarded in trade circles.” 

Trade Reference Number 2: “We have been selling this account for the 
past two years, the highest credit extended being about $15,000, and invoices 
have been paid promptly on sixty-day terms. At the present time $6,000 is 
owing, none of which is due. The account has been a very desirable one.” 

Trade Reference Nmtiber 5; “This enterprise is well known in the trade 
and has no trouble in securing credit for its reasonable requirements. Our 
account has never run over $5,000, although we would gladly go higher. All 
invoices have been retired on discount terms.” 

Trade Reference Number 4: “This is a splendid account, as bills are always 
discounted. The principals in our opinion are aggressive and know their line. 
They never miss a discount with us.” 

Trade Referejtce Nzmiber j; “We have a very high regard for the manage- 
ment of this business and do not hesitate to sell them up to $10,000. Invoices 
are discounted.” 

Trade Reference Number 6: “This is a very small account with us, never 
running over $1,000, and bills invariably have been discounted.” 

Most bank investigations are similar to these two cases. They reveal 
the nature of the business, financial condition, and banking record of the 
borrower. Using the facts he has obtained, together with such information 
as he may already have, the banker then makes his decision. The bor- 
rower’s record and financial condition may not warrant the extension of 
credit, but dishonesty ordinarily is not a factor to be considered. 

These reports show that the credit man would have failed to discharge 
his responsibilities properly if he had not made thorough and complete 
investigations. In the first illustration the inability of an Iowa business 
concern to evaluate a credit risk in Chicago might have resulted in a loss 
of profitable business. In the second illustration the failure to obtain full 
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mfonrcmon might hate led the customer of a Nett \ ork bank to deliberate 
mineccssanl) about extendmg credit to a successful enterprise The moral 
IS that etert atenue of possible information most be followed up con 
sciennouslj and skillfull} 

Coitesportdence with the Borrower 

As a w orth w htle source of credit infonmtiod, correspondence wth 
the borrow er ranlvs close to a personal mtertnew In a small commumt) 
where all accounts arc local depositors, there is little need for correspond 
cncc As soon, houetcr, as a bank begins to accept accounts from de- 
positors located at a distance, correspondence becomes an important means 
of obtaining information In a large at) the conditions are different, and 
correspondence is often earned on tnth local depositors who are some 
distance aw a) The correspondence may coter explanations of \anous 
Items on the balance sheet, income statement, or supplementar) figures, 
reasons for changes in important items since the date of the last balance 
sheet, current progress of the busmess, problems confronting the manage- 
ment, and in/ormauon regarding credit lines with other banking 
instmiQons 

There are three pnncipal condmons under w hich a bank ordinanl) wll 
correspond directly with a borrower (i) to ascertain the amount of total 
confirmed lines of credit, (z) to obtain an explanauon of one or seteral 
items in the balance sheet, and (3) to obtain interim financial or operating 
mformanon 

For purposes of illustration, t)p]ca] letters requesting information on 
each of these three points are presented 

Total Confiwied Lmes of Credit the case of a depositor who bor 
rows at several banks, a loan officer needs exact data regarding his total 
confirmed lines of credit. Each bank with w’hich the customer does busi 
ness quite narurall) might request the same information The following 
three paragraphs arc extracts from a letter w ntten b) the president of a 
successful corporation to the vice president of a depositor)’ who was 
seeking information of this nature 

In order that jour records ma) be complete, we are pleased to inform )on 
i t we haie credit lines of 5250000 confirmed bj each of the following three 
banks on our plain unsecured note 

Reliable National Bank — Alinneapolis 
Old National Bank — Oucago 

Safe National Bank — New 'kork 
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These lines, totaling $750,000, are the same as we had last year and, we be- 
lieve, will be ample for our needs for the coming year. 

If we find that additional loans are required, we shall be pleased to take the 
matter up with you again, as you have suggested. 

Explajiation of Balance Sheet Items.— When the meaning of a particular 
item in the balance sheet or in the supplementary figures of a borrower is 
not clear, the banker often writes for that information. At times a written 
explanation is desirable, particularly if it is complicated, so that there may 
be no misunderstanding. Information of this nature is, however, often 
obtained in direct interviews, then summarized and placed in the credit 
file. The following four paragraphs are extracts from a letter written by 
the treasurer of a wholesale grocery house in answer to a letter requesting 
an explanation of an item of “Commitments” carried at $75,000 in the 
auditor’s certificate attached to a recent balance sheet; 

In response to your letter of June 25, relative to the item of “Commitments” 
appearing in the certificate attached to our balance sheet, for $75,000, we are 
pleased to give you the following schedule representing the items which make 


up this amount: 

Flour $ 5,000 

Coffee 1 5,000 

Sugar 10,000 

Canned vegetables 3 5,000 

Canned fruit 10,000 


Under our contracts, we are permitted to take out merchandise as we wish 
it. As a matter of fact, a substantial portion of the canned goods contracts 
runs for ten months. 

You are familiar with our business, and know that contracts are entered 
into prior to the packing season. We feel the contracts we now have are very 
advantageous, in view of present market conditions. 

We trust this explanation is satisfactory. If there are any other questions, 
please write us. 

Interim Information.— In addition to the customary yearly balance sheet 
and income statement, the banker may wdsh to obtain information from 
time to time during the year regarding the progress of a business, espe- 
cially of one that is not in a particularly strong financial position. The 
following three paragraphs are extracts from a letter written by the presi- 
dent of a canning company to a banker who was anxious to ascertain the 
condition of the business after the first six months of its fiscal year: 

We are pleased to enclose our balance sheet as of November 30 and our 
income figures for the six months. 

You will note that our current position shows further improvement. Collec- 
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Qons are good and sales are contmamg ahead of a year ago The drought 
which prevailed in some sections of the Middle West reduced the com pack 
considerably, so that ue are expenenciog a strong demand 
We expect to be out of debt to our banks not later than March 15 

Financial and Operating Statements 

The significance of exact informaoon m the form of balance sheets and 
income statements cannot be overstressed The detailed explanations and 
the interpretations of the vanons sources of vital credit information which 
come under this category are treated m Part III of this volume At this 
pomt v\e desire merely to emphasize the extreme importance of rehable, 
comprehensive figures Balance sheets, income statements, surplus ac- 
counts, budgets, and trial balances, all will be carefully described and 
mterpreted m separate chapters 

INFORMATION FROM OUTSIDE SOURCES 

No less important than the mformation obtained directly from the 
borrower is that obtained indirectly from those who have had actual 
business relations with him or who have had occasion to mvesagate his 
antecedents Important facts regarding the establishment, the growth, and 
the business dealings of many concerns are also reported in newspapers, 
magazines, and public records The following are seven important outside 
sources of supplementary mformanon 

1 Bank checkings Imesaganons made with other banks, particularly 
^vlth those that share an account 

2 Trade checkings Im csugations with concerns m the same trade as 
the borrower, or with any business enterprise with which he has had 
trade relations 

3 Pubhc records Records such as judgments entered, suits pendmg 
m the courts, real estate transfers, and mortgages are available m the 
vanous courts 

4 Newspapers, periodicals, and directories Information is available m 
the daily press, financial journals, trade papers, trade associanon directories, 
government buDetins and pamphlets, and studies of Better Busmess Bureaus 

5 Reports from attorneys Services of attorneys located in the same 
community as the borrow er may be uuhzed 

6 Investment manuals Investment manual publishing companies pre- 
pare a mass of information regardmg the earnings and the financial 



SOURCES OF CREDIT INFORMATION 53 

condition of corporations, particularly those with securities in the hands of 
the public. 

7. Mercantile agencies: Mercantile agency reports are used by almost 
every bank credit department. Dun & Bradstreet, Inc., is the only general 
agency covering every line of business activity. A number of specialized 
agencies confine their activities to one or several closely allied lines of 
business activity. 

Each of these sources is of assistance to the banker in evaluating a 
credit risk. The resourceful banker will determine the most suitable com- 
bination of these sources to use in a particular case. 

Bank and Trade Checkings 

The two most frequently used outside sources of credit information are 
other banks and mercantile concerns. If two or more banking institutions 
do business with the same customer, exchange of information and experi- 
ences is of mutual benefit. In such circumstances, progressive banks will 
ordinarily give the most complete information to each other. The infor- 
mation exchanged will include the history of the account since the bank 
has had it and a full resume of its deposit and borrowing relationships. 

Checking with other banks for the purpose of obtaining their full ex- 
perience and then soliciting their accounts is regarded as unethical. Any 
banking institution following such a practice would soon find itself in a 
position where no other commercial bank or trust company would give 
complete credit information to it, for fear that the information would be 
used to the disadvantage of the bank that had the account. However, 
there is splendid co-operation and a commendable spirit of fair play 
among banks in all parts of the country in the exchange of credit infor- 
mation. 

In the larger central reserve cities the bank credit departments maintain 
staffs of investigators to make direct personal or telephone calls upon other 
banks and also upon trade creditors. Many banks in smaller cities have no 
investigators and carry on most of their investigations by mail or by 
telephone. Form letters are often, possibly too often, used by banking 
institutions for this same purpose. 

Public Records 

A vast amount of credit information is available in Federal, state, and 
county courts and records. The typical bank credit department seldom 
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uses these comprehensive records Often information ongmating at these 
sources is utilized only when it has found its way into the press 
The prmopal source of record information regarding business trans- 
acoons is probably the office of the county clerk The type of informanon 
available at this source is concerned with the ownership, pledge, and 
transfer of real and personal property, including deeds, mortgages, hens, 
and wills, assessed \aluations for tax purposes, corporate charters, regis- 
tration of trade styles and assumed names, suits, )udgments, and all judicial 
proceedings, cnil and cnnunal, wuthin the jurisdiction of the state courts 
Federal cases, criminal and end, including bankruptcy proceedmgs, are 
recorded m the Federal district courts 
Financial information of a most extensive character must be filed with 
the Securities and Exchange Commission at Washmgton, D C , and to 
somew hat less of an extent at New York and Chicago, at penodic inter\ als 
by every corporation (except railroads, common and contract earners by 
motor vehicles, and commercial banking insntutions) w hose securities are 
traded on a national stock exchange, and by substanaally every corpora 
tiott (except railroads, common and contract earners by motor \ eludes, 
and commercial banking insanitions) that sells an issue of secunties to the 
public with an aggregate offenng pnee of $joo,ooo or more A duplicate 
copy of all information filed v ith the Securities and Exchange Commis 
Sion by a corporaaon whose secunties are listed on a national stock ex- 
change IS also filed for public inspecoon at the office of the particular 
exchange on which the sccunty is traded 
Reports filed with the Secunties and Exchange Commission contain 
detailed individual and consolidated balance sheets, mcome statements, and 
reconciliation of surplus, breakdowns and changes during the year in rele- 
\ant balance sheet items, such as marketable secunties and other security 
m\ estments, amounts due from directors, officers, and pnncipal holders of 
the. v?» 

of affiliates, property, plant, and equipment, reserves for depreciation, 
depletion, and amortization of property, plant, and equipment, intangible 
assets, and details of any outstanding funded debts® The commission also 
makes running statistical studies of numerous types, including the tabula- 


The most recent issue of Regulition S-X, Form and Content of Financial State- 
tnents, pubmhed by the Seennnes and Exchange Commission, Apnl i, 1047, contains 
sevenry-e^nt pages of detailed instracuons and forms for registrant commercial and 
indasmal corporations, management mvestnient compames, umt mvestment trusts 
i^nce companies other than life and ode insurance companies, committees issumg 
certificates of deposit, bank holding companies and banks, and natural penons 



SOURCES OF CREDIT INFORMATION 55 


tdon of combined balance sheets and combined profit and loss statements 
by individual lines of industry and commerce. 

Under the provisions of Section 15 of the Securities Exchange Act of 
1934, as amended, all brokers and dealers (except those whose business is 
exclusively intrastate) engaged in the purchase and sale of unlisted (over- 
the-counter) securities are required to file a registration statement with 
the Securities and Exchange Commission. Detailed information covering 
the date of formation and the type of business entity— such as proprietor- 
ship, partnership, or corporation— together with the full names and a 
description of the activities for the preceding ten years of each partner, 
officer, and director, must be furnished on these forms. Information regard- 
ing the location of each branch office, number of and classification of 
employees by occupation, and the names of states in which the broker or 
dealer is licensed, or has been barred from transacting business, also 
must be given. 

Under the provisions of Section 17 of the Securities Exchange Act of 
1934, each broker and dealer in securities, registered pursuant to Section 
15 of the act, has been required, since January i, 1943, to file an annual 
statement of financial condition. Statements of financial condition must be 
filed within forty-five days of the statement closing date, and financial 
statements for any two consecutive years may not be filed within less than 
four months of each other. Except for a limited number of brokers and 
dealers who are specialists in certain types of securities listed on the several 
stock exchanges or who deal exclusively in United States Government 
or municipal bonds, every broker or dealer in the United States has filed 
a registration statement and one or more balance sheets with the Securities 
and Exchange Commission. This information is a matter of public record. 
Registration statements and statements of financial condition must be filed 
with the regional office of the Securities and Exchange Commission for the 
region in which the broker or dealer has his principal place of business. 

Equally comprehensive financial information and data must be filed at 
least annually with the Interstate Commerce Commission, Washington, 
D.C., by all public carriers, pipelines (other than those for water and gas), 
and freight forwarders engaged in interstate or foreign commerce. Class I 
motor carriers,® for example, must file an exhaustive annual report on 
specially prepared forms totaling seventy-one pages. This most compre- 

° A Class I motor carrier is defined by the Interstate Commerce Commission as any 
interstate passenger or freight motor carrier whose average gross operating revenue 
from interstate and intrastate operations combined is $100,000 or more armualiy. 



56 SOURCES OF CREDIT INFORMATION 
hcnsi>c schedule cosers full details of organization and control, such as 
Raines of partners and, in the case of corporations, the names of officers 
and directors vith the amount of their mdisjdual interests in the husincs, 
npc of senice rcndcred-%\ hether earners of general freight, household 
goods, or an) one of fifteen other distinct classifications, detailed balance 
sheet with full explanation of e\eiy relevant item, an unusually complete 
profit and loss statement, breakdown of operating propert), schedule of 
equipment obbgations show mg changes dunng the ) ear, and list of routes 
m operation TTus extensiv c information is open for public inspection 
Information similar to that filed with the Interstate Ommcrce Commis- 
sion on the classifications under its jurisdiction must also be filed wnth the 
Federal Communications Commission, Washington, D C., by all radio and 
television broadcasting stations Business enterprises in this line operate 
under a public license, which stipulates the frequencies to be used, the 
power of transmirrers, and the hours of broadcast Detailed reports con- 
cerning ownership, financial condiQon, and extensive technical data must 
be filed (a) when an application is made for the onginal CP (construc- 
tion permit), {b) when an appbcation is made for the renewal of license 
each three ) ears, (e) when an application is made for transfer of control 
(assignment of license), and (d) when an application is made for a con- 
struction permit for changes in station equipment (on existing stanons a 
construction permit must be applied for whenever there are substantial 
changes in equipment, usualU m connecoon with changes in frequenc) , 
power, or locaoon, or modcmizaoon, usually this is required only on 
changes amounting to over $5,000) Financial mformation only must be 
filed With ever) application for a license WTiencvcr an ongmal or modi- 
fymg construction permit is applied for. all mformanon must be given 
When the vv ork is completed, a new license must be applied for Ac this 
ame the new financial statement showing the expenditures and condition 
of the business at the completion are submitted All of the mformanon 
above is avaibble for public inspection The operators of radio and tele- 
vision broadcasting stanons are also required to file annual operanng 
figures, but these arc not av ailable for public inspection 
Similar extensive reports and financial information must also be filed 
With the Qvil Aeronautics Admimstraaon b) all civil airlines and with 
the Federal Power Commission b> all producers and distributors of elec- 
tric pow er and b) all gas pipeline companies 
The Federal and state governments also publish numerous reports on 
prices, sales, production, inventor) position, and supplementar) facts in 
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leading industries. For example, the following six bureaus of the Federal 
government are widely known and utilized by businessmen in obtaining 
reliable periodic figures and indexes for specific purposes: 

The Bureau of the Census, in co-operation with state and local govern- 
ments, has made available the census of population and of manufacturers 
since about 1800, census of distribution and service trades since 1929, 
continuous monthly figures on important trades and industries by co- 
operative arrangements with trade associations, and continuous monthly 
figures on vital statistics and expenditures. 

The Bureau of Agricultural Economics makes available data on agri- 
cultural commodity prices, volume of shipments, and special subjects, such 
as farm values and mortgage financing. 

The Bureau of Foreign and Domestic Commerce makes available 
monthly indexes on trade and industry, and special studies of operating 
costs in various lines of business activity. 

The Bureau of Labor Statistics makes available monthly indexes of em- 
ployment, payrolls, wholesale prices, and quarterly figures on the cost 
of living. 

The Board of Governors of the Federal Reserve System makes avail- 
able weekly and monthly figures of member banks and of the Federal 
Reserve Banks, bank debits to individual accounts, monthly figures on 
department store sales and collections, and scattered monthly figures on 
wholesale trades in certain Federal Reserve districts. 

The Internal Revenue Service makes available annual data on statistics 
of income for corporations and individuals, balance sheets, and operating 
figures. 

Numerous other departments, bureaus, agencies, and instrumentalities 
of the Federal government carry on statistical studies varying in quantity 
and importance.^ In ten states— namely, Arizona, Colorado, Kansas, Mas- 
sachusetts, Michigan, Nevada, New Hampshire, Vermont, Wisconsin, and 
Texas— financial information in the form of a balance sheet, and in certain 
cases some operating information, is filed by every business corporation 
operating in those states and is open for public inspection. 

■* Supplementing the original source material as issued three principal publications of 
the Federal government contain extensive statistical data. These are Survey of Current 
Business, a monthly publication, and Business Statistics, A Supplement to the Survey 
of Current Business, a biennial publication, both published by the Office of Business 
Economics of the Department of Commerce; and Statistical Abstract of the United 
States, a yearly publication of the Bureau of the Census of the Department of 
Commerce. 
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Newspapers Periodicals and Dlieclotics 

In this categon are included financiil journals, trade papers, trade asso- 
ciation directories and investigations of Better Business Bureaus Thencus- 
papers and trade magazines m particular, contain helpful information for 
the credit department Reports on such subjects as plant expansion, devel- 
opment of new inventions and models, production and sales in various 
industries commodity pnee trends, refinancing plans, changes m owner- 
ship and management, death notices, and even stones of questionable 
escapades involving some customer of a bank, axe all news items of im- 
portance to the efficient bank credit department 
For general economic and business infonnation, a credit man will profit 
hy reading one or several such periodicals as The Wall Street Journal, 
Nez; York Journal of Conrtnerce, Cottnnercial and Financial Chronicle, 
Federal Reserte Bulletin, Surzey of Current Business of the United States 
Department of Connnerce, and DurCs Rextez^ and Modem Industry 
Man) classes of trade director) are helpful as supplementary sources of 
information Dircctones of aiiome)s doctors, officers and directors in 
business corporations and accountants ma) give brief reports regarding 
the personal histor), educational background, and length of time an indi 
vidual has been m his present location and in some cases, information 
regarding his financial standing Who's Who tn America giv cs biographical 
information about men who have become publicly prominent Bank 
directoncs such as Polk's Bankers Encyclopedia and the Rand McNally 
Bankers Directory, give the complete lists of commercial banks and trust 
compames in the United States, with ihcir principal officers, important 
banking correspondents, and selected items from their most recent finan 
cial statements The Bankers Almanac and Year Book, published annuall) 
by Thomas Skinner & Co , of London, England, giv cs a complete list of 
banks throughout the world These volumes also report the date of in- 
corporation the names of officers, and the pnncipal items in the balance 
sheets of banks As a rule directoncs are most useful in obtaining the 
names and locations of all individuals and businesses engaged in a certain 
occupation Dircctones are frequcntl) published b) trade assoaations 

Better Business Bureaus 

There are no local Better Business Bureaus in the pnncipal cities of 
the United States and Canada * Each Better Business Bureau is a separate 
^As of March 30 1959 
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and completely independent non-profit corporation, separately governed 
and separately financed. These bureaus maintain an organization known as 
the National Association of Better Business Bureaus, Inc., in Cleveland, 
Ohio— a non-operating organization which holds an annual conference to 
provide for the discussion of matters of mutual interest. In addition there 
is also the National Better Business Bureau, Inc., in New York City, similar 
in form to the local bureaus, but financed by co-operating concerns whose 
interests are national in scope. Its activities are similar to those of the local 
bureaus, but confined chiefly to the field of national advertising and selling. 
The aims of Better Business Bureaus are eightfold: 

1. To increase public confidence in advertising, salesmanship, and business 
generally by assisting in the elimination of unfair and deceptive advertising. 

2. To promote accuracy in advertising, through the co-operation of adver- 
tisers themselves, advertising media, advertising agencies, and properly 
constituted authorities. 

3. To aid in the elimination of unfair competition through promulgation of 
ethical standards. 

4. To provide an unbiased medium for the settlement of disputes involving 
alleged false or misleading advertising between competitors, and between 
business concerns and their customers. 

5. To expose fake promotions, and to aid in the prosecution of fake promoters. 

6 . To warn the public against the endless easy-money schemes which divert 
hard-earned dollars from the channels of legitimate investment and trade. 

7. To encourage the public to “investigate before investing.” 

8. To furnish dependable, disinterested information on offerings of securities, 
business opportunities, or seiwices— thus not only protecting the public, but 
also removing unjustified suspicion from legitimate enterprises. 

To illustrate the work of Better Business Bureaus, the operations of the 
Chicago bureau will be described. The Chicago Better Business Bureau 
is a non-profit corporation established under the laws of Illinois for the 
purpose of carrying out the eight objectives just listed in and about the 
city of Chicago. The bureau attempts to curb false and deceptive adver- 
tising and business practices that tend to mislead the public or injure 
competing businesses. Extensive files and indexes are maintained on pro- 
motion schemes that have been shown to be without merit. The names and 
past activities of racketeers and business parasites are catalogued and made 
available upon request to legitimate inquirers. 

Newspaper advertising, which offers merchandise to the public, is closely 
scrutinized. When the truth of a particular advertisement is questioned, a 
bureau shopper is sent to the store to make a purchase or the necessary 
examination. In the event the merchandise does not meet the expectation 
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of the reader of the adv emsement, the store is visited for the purpose of 
fixing responsibili^ for the questionable advertisement and of preventing 
a similar “error” in the future 

In this u ork the bureau employs, on a part-time basis a staff of about 
fifty housewives who, bj virtue of their occupation, obtain a natural 
consumer reaction to the advertisements and to the merchandise The 
pobcies of the bureau are determined by its directors who are selected 
from, and are representative of, the enure bureau membership These men 
serve without pay and give their aducc and their ume willingly 

The Chicago bureau handles complaints that involve a specific misrepre 
sentation in advertising or by a salesperson For instance, if a pair of stock- 
ings is described as full fashioned and rmgless when m fact they are 
neither, the bureau will handle the matter to the extent of requesting the 
retailer to deli\er stockings of this descnpnon or refund the purchaser’s 
money Proper allowance is made for honest mistakes by clerks The 
bureau therefore feels that the store should first be given the opportumiy 
of adjusting a situation of this kind 

The bureau does not assist a complainant m breaking a contract when 
no irregulanty exists in the transaction For example, complainants often 
request that the bureau obtain a refund of a down payment of $io, $20, 
or $50 on furniture, merely because they later preferred furniture in an- 
other store Assuming that no fraud or misrepresentation existed in the 
negotiation, the bureau carefuUj avoids the false position of recommend 
ing the cancellaaon of bona fide contracts and the refunding of down 
payments 

A store that consistently misrepresents facts in its advertising will 
obviousl) lose its credit standing The weekly bulletin of the Chicago 
bureau reports the names of businesses engaged in questionable practices 
and also descnbes these practices 

Attorneys 

In special cases a bank maj. obtain credit information from an attorney 
residing in the same community as the individual or concern under investi 
gation Some banks make it a practice to use the attorney as a source of 
information only m tow ns of less than, let us say, tweh e thousand, where 
he might be acquainted with most of the businessmen of the town, or be 
able to obtain information without too great difficult) On the other hand, 
occasional firms of attome)s m larger cities have found this source of 
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revenue sufficiently great to warrant opening up a commercial department 
to specialize in collecting and disseminating credit information. 

Several volumes are published yearly, containing up-to-date lists of 
attorneys located in every city, town, and hamlet in the United States. 
The attorneys in one such volume— namely. The Attorney’s List of the 
United States, published by the United States Fidelity and Guaranty Com- 
pany, Baltimore, Maryland— will undertake to furnish credit reports on 
individuals or business concerns in their immediate vicinity. Charges for 
such reports vary according to the population of the town in which the 
attorney is located. 

Investment Manuals 

The facilities of an efficiently operated bank credit department may be 
rounded out by the use of one or more investment manuals on industrial, 
public utility, railroad, financial, and insurance corporations. The two 
well-known services are Moody’s Investors Service, Inc., and Standard 
and Poor’s Corporation. Alfred M. Best Co., Inc., a third concern, spe- 
cializes in the compilation and interpretation of somewhat similar infor- 
mation on insurance companies of all kinds. These services are described 
and reviewed in Chapter V. 

Mercantile Agencies 

Of all sources of credit information available to the banker, the most 
extensive are the reports of the general and specialized mercantile credit 
agencies. Dun & Bradstreet, Inc., has reports on every business enterprise 
in the United States, and reports that are currently revised on every 
active commercial and industrial business enterprise in the United States 
and Canada, whether located in the fastness of the mountains or on the 
main street of a metropolis, and whether the capital investment is $i,ooo 
or $100,000,000. Specialized mercantile agencies have credit reports on 
every concern in active business in their specialized lines. The extent of 
the activities and services of these organizations is described in the fol- 
lowing chapters. 
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IV 


THE OPERATIONS OF DUN 
& BRADSTREET, INC. 


The AcmiTiES of dun a bradstbeet, inc., fall into nine Divi- 
sions The object of each division is the mvestigaaon, preparation, analysis, 
and editing of information concerning some particular phase of commer- 
cial and industnal life, to assist m the more orderly flow of banking credit, 
merchandise, and services The functions of these rune divisions may be 
summarized as follows ^ ^2 ’ | K ^ 

1 The Credit Report Department investigates, analyzes, and edits a 
continuous run of credit reports on every active commercial and mdus 
tnal business enterprise in the United States and on thousands of other 
business concerns 

2 The Special Service Division provides tailor made reports based on 
exhaustive investigations by highly trained speciabsts on a cost-plus basis 

3 The Reference Book Department publishes The Reference Book six 
times a j ear 

4 The Credit Clearing Division gives a rapid special credit-advisory 

service over the telephone to manufacturers of ladies’, men’s, and chil- 
dren’s garments selling to retail stores This division also pubbshes The 
Apparel Trades Book^ a. specialized bwiV:, tiwjts %. yeat 

5 The Mumcipai Service Department prepares comprehensive speaal- 
ized reports on states, counties, muracipalities, and similar borrowing umts 
for investors m the secunaes of these units 

6 The International Dnision collects information on busmess enter- 
prises throughout the world 

7 The Alercantile Claims Division collects past-due accounts 

8 The Marketing Services Company Division carries out surveys and 
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research projects to fill a wide range of specific needs for commercial 
and industrial concerns. 

9. The Magazine Department publishes a monthly magazine, Dun's 
Review and Modern Industry. 

The distinct methods of operation and the sertuces rendered the busi- 
ness community by each of these ditusions are explained in this chapter. 
Each division has a specific economic function, and each fills a definite 
niche in the American scheme of competition and capitalism. Of the entire 
nine divisions, however, the Credit Report Department embraces the 
primary collecting, analyzing, and reporting functions for tvhich R. G. 
Dun & Co. was established by Lewis Tappan in 1841, and the Bradstreet 
Co. by John M. Bradstreet in 1848. These two enterprises were merged 
in March 1933 to create the existing organization of Dun & Bradstreet, 
Inc. In the many years of their individual existence up to the date of their 
merger, they had gradually developed collateral services. These additional 
services were continued by the consolidated organization, but the collec- 
tion and analysis of credit data on active business concerns and the 
transformation of this information into credit reports have remained the 
outstanding functions. 

The Credit Report Department of Dun & Bradstreet, Inc., investigates, 
analyzes, and then prepares credit reports on everv active commercial and 
industrial business enterprise that operates in the United States. There is, 
therefore, a current report •n'hich can be immediately delivered or mailed 
in answer to any request for credit information from any banking institu- 
tion, insurance company, manufacturing establishment, wholesaling house, 
or other subscriber to the service. 

This immense field of activity is covered by no other one organization. 
A large stafi^ must be trained and efficiently managed to cover the 2,600,000 
business enterprises located in every country tovm and hamlet, every sea- 
side fishing village, evety mining center, and every summer resort from 
Aroostook County in Maine to the Hawaiian Islands. The enormity of this 
task is intensified by differences in size of capital investments and by the 
great turnover in active business enterprises. Approximately 18 per cent 
of all active concerns go out of existence each year, and approximately 
the same number start in again. This turnover— this possibility of easily 
fading out of and then re-entering the business picture and also, with a 
little money and initiative, of setting up an independent business— is one 
of the outstanding expressions of our free capitalistic system. 

A study made in 1959 of business births and deaths in the United States 
indicated that every day an average of 1,167 commercial and industrial 
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business enterprises opened their doors for the first time Of this number, 
approximately 48 per cent succeeded previously existing enterprises, 
through the mcorporauon of partnerships or the reorganizauon of sole 
proprietorships into partnerships The remaimng 58 per cent were entirely 
new ventures During 1959 an average of 1,076 enterprises passed out of 
the picture each day 

The schedule m Figure 8 of the ebb and flow of commercial and indus- 
trial business concerns in the Unwed States gives a concrete picture of 
this high turnover 


Figure 8 Ebb and Flow of Active Commercial and Industrial Busi- 
nesses {based on listings m the Dun dr Bradstreet Reference Book) 


Y«>r Cone«rn»* 

1947 2 410 000 

1948 2 SiS 000 

1949 2 664 000 

1950 2 692 000 

1951 2 614 000 

1952 2 641 000 

1953 2 673 000 

1954 2 639 000 

1955 2 640 000 

1956 2 636 000 

1957 2 659 000 

1958 2 68Z 000 

1959 2 715 000 

1960 2 704 OOO 

1961 2 632 000 

1947 61 2 637 000 


Name* Per 

Added Cent 

662 000 26 3 

661 000 26 7 

609 000 " 22 7 

532 000 19 6 

446 000 17 1 

400 000 15 2 

412 000 15 4 

406 000 IS 4 

420 000 15 9 

445 000 16 9 

430 000 16 2 

411 000 IS 3 

426 000 15 7 

420 OOO IS 7 

378 000 14 3 

473 000 IT 9 


Name* Per 

Deleted Cent 

412 000 17 1 

$27 OOO 20 7 

476 000 17 6 

524 000 19 5 

525 OOO 20 1 

371 000 14 1 

382 000 14 3 

440 000 16 7 

420 000 IS 9 

446 000 16 9 

407 000 15 3 

387 000 14 4 

393 000 14 5 

442 000 16 3 

450 000 17 1 

440 000 16 7 


Active concerns are the total namber of industrial and commercial names in the 
July is^es of the Dun & Bradstreet Reference Book These listings include all 
typ« or business enterprise that arc seelicrs of commercial credit m the accepted sense 
or the tcrm-namely, manufacturers wholesalers retailers building contractors, and 
Mrtam types of commercial service, such as motor carriers and airlines In general 
the term excludes financial institutions, railroads, mvestment trusts, insurance com- 
pames, real Ktate holding corporaoons terminals fanners those giving professional 
services, such as lawyers and doctors and many small one man services 
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The figures in the table above present a picture of the continual daily 
change which takes place within our highly competitive capitalistic eco- 
nomic system. A large part of these business births are smalJ-scaJe enter- 
prises with net invested funds well below $30,000. Large corporations 
seldom disappear, though their control shifts continually as their securities 
are bought and sold, as operating managements come and go, and as 
mergers, consolidations, and reorganizations take place. In 1886 the courts 
decided that a corporation^ was a person in the meaning of the “due 
process” clause of the Constitution. This decision gave unprecedented 
security to the larger corporation, which at that time was becoming a 
power in our social as well as our economic life.^ 

The yearly number of business deaths is an indication that high hopes 
are not sufficient qualifications for survival in this highly competitive 
struggle for business existence. A moderate proportion are cases where 
men wished to retire, so that the termination of ownership involved no 
particular stress or strain. Some discontinuances represented successions 
where an individual proprietorship was taken over by a partnership or by 
a corporation. In the bulk of the cases from year to year, however, capital 
became exhausted, sales dropped off, and there appeared to be no solution 
except withdrawal from the daily business struggle. 


CREDIT REPORT DEPARTMENT 

To investigate, analyze, and prepare credit reports on approximately 
2,600,000 active commercial and industrial concerns. Dun & Bradstreet, 
Inc., has divided the country into eight regions, each of which has a 

* For a scholarly and interesting treatment of the types of colonial business organi- 
zation used by pre-Revolutionary land companies and the immediate post-Revolu- 
tionary land companies prior to the chartered corporation, see Shaw Livermore, Early 
American hand Companies (New York: The (Commonwealth Fund, 1939). This vol- 
ume contains “a theory of the origin of the modern business corporation and an analysis 
of the influence of unchartered bodies such as the land companies in shaping it.” 

“•The story of our Constitution and the problems involved in its interpretation are pre- 
sented in a most enlightening manner in Burton J. Hendrick, Btdwark of the Republic 
(Boston: Little, Brown & Co., 1937). Up to 1870 the story revolves not around 
problems of economics, banking, business, or credits but largely around the one subject 
of slavery. In this early period, “constitutional” crises were mainly civic and political. 
Since 1870, however, the cases receiving the greater part of the attention of the 
Supreme Court have developed more and more out of the new industrial and economic 
order. These cases cover problems of transportation, communication, public utilities, 
manufacturing on a large scale, and those supplementary problems tha^ Hendrick 
writes, were “created by the growth of a new social conscience, the realization that 
property is unfairly divided, that the masses do not sufiiciently participate in the 
prosperity they do much to create. . . .” This change in viewpoint is brought home 
by the many problems, almost all of which have been of an economic nature, that 
have been considered by the Supreme Court since 1933. 
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regional manager m charge of all activines within it These regions ap- 
proximate the geographical bmits of the Federal Reser\e Districts, except 
that Federal Rcsen e Districts Set en and Nine, Districts Eight and Ten, 
and Distncts Three, Five, and Six are combined into three large regions, 
rcspecov cly 

The eight regions into w hich the United States is separated are, in turn, 
divided mto forty-two districts Each district represents a smaller geo- 
graphical unit ranging from an entire state, such as Colorado or Utah, 
w here the population is quite widely scattered, down to a few counties m 
thickly populated sections, such as New York Dty, Philadelphia, and 
Chicago These distncts have “sub offices” and “reporting stations,” so 
that, all in all, the organization consists of 140 offices of various sizes m 
the United States In Canada operations arc earned on by a wholly owned 
subsidiary. Dun & Bradstreet of Canada, Limited, which has eighteen 
offices These offices are further supported by an extensive staff of thirty 
thousand correspondents and local representatives who live in almost 
every important city and town m the United States This extensive organi- 
zation represents a steady development over the years since Lewis Tappan 
sent out his initial circular m 1841 inviting lawyers and others at distant 
points to become his expenmencal correspondents 

Each of the 158 offices in the United States and the Dominion of Canada 
have staffs that mv esngate, gather pertinent credit informauon, analyze the 
data, and prepare the final credit reports Let us consider, for example, 
the reporting department m New York Qty This department utilizes 
the services of two hundred trained reporters Though the largest in the 
organization, it is typical of all offices 


Receipt of Inquiry Tickets 


Inquiry ackets requesting credit r^orts come into the New York office 
from tw o sources ( 1 ) subscribers w ho obtain service direct from the New 
York City office, and (2) other offices which relay inquiries from their 
local subscribers regarding concerns m New York City or its immediate 
vicimty on which these distant offices do not keep reports in stock.® The 
majoritj of regular or routine inquiries between offices move over a private 
wire netw ork, w hica connects eighty-two offices from coast to coast with 


’Most subsenbers obtain sen ice from the nearest office All subscribers, however, 
ha\c the pmilege of inailmg incjuines direct to a panicular reporting office A sub- 
er in i^ngh^, Aia, for example, ini^t mail all mqumes to Sie Birmingham 
Francisco office on a San Francisco concern, to the St Louis office 
on a it Louis concern, and so on, receiving reports direct from these points 
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twenty-one way lines. These inquiry tickets are checked against the active 
files. A report, if current, is immediately mailed or delivered by messenger 
to the subscriber or to the relaying office, which in turn mails or delivers 
it to its local subscriber. 

When the credit report is based on an investigation over six months old 
or does not contain the latest financial statement, or when the subject of 
the inquiry is a new concern not yet reported upon, the name is turned 
over to (i) one of the two hundred New York City reporters for imme- 
diate investigation, (2) mailed to a resident reporter if in a near-by city, 
or (3) mailed to a local correspondent. Outside the cities in which offices 
of Dun & Bradstreet, Inc., are located, business concerns are automatically 
investigated at some time during the year by (4) a traveling reporter. 
There are therefore four distinct classes of credit reporter constantly 
gathering credit information. 

City Reporters 

In most offices credit investigations on concerns located within the 
city limits are handled by three to ten trained reporters. The city generally 
is divided geographically, and all inquiries on concerns located in one 
district go to the same reporter, who becomes acquainted with the 
unusual sources of credit information and the managements of the business 
units within the limits of that district. 

In New York City, however, where there are more active industrial and 
commercial enterprises than in any state except California, Illinois, Penn- 
sylvania, and Texas, the work is broken down even more. First, inquiries 
on large enterprises are turned over to analytical reporters, who are highly 
trained specialists in investigating and analyzing only the larger business 
enterprises. Analytical reporters in the New York City office handle 
inquiries according to lines of industry rather than geographical districts. 
One reporter covers larger concerns that manufacture paints, varnishes, 
and heavy chemicals; another, larger concerns producing or selling iron 
and steel products; another, department stores and other large retailers; 
still another, larger enterprises in the leather industry; and so on. 

Secondly, inquiries about concerns in a line of industry on which spe- 
cialized divisions have been set up— such as manufacturing furriers, manu- 
facturers of millinery, stock brokerage houses, and investment bankers— 
are turned over to a reporter in that particular division. 

Thirdly, inquiries not covered by the preceding two divisions are turned 
over to reporters assigned definite geographical areas. These include all 
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lines of manufacturing, wholesaling, retailing, and contractmg Standard 

narrative reports are prepared on these concerns 

The city reporter’s first call verifies the existence of a new concern 
When a report on an established busmess is being revised, he checks the 
street address, the names of the propnetor, partners, or officers and direc- 
tors, and operaong policies There are an infinite number of points to be 
co\ cred m con% ersation with a representative of the business 

In the course of this call, the reporter invariably requests an up-to date 
balance sheet and income statement If a concern has a complete set of 
books and dra\vs off a financial statement at periodic intervals, a copy 
of that statement is accepted Statements audited by reputable outside 
accountants are naturally preferred When nor audited, statements gen 
erally are signed by an authorized member of the management staff 

Approximately 82 per cent of the commercial and industrial concerns 
m existence ha\e a tangible net worth of $35,000 or less Many of the 
smaller concerns do not keep a complete set of books In such cases the 
reporter takes do^vn the figures, as estimated by the person he is inter 
viewing, on what is known as a “Form RS Statement Blank ” The figures 
pro\ide an approximate balance sheet, which the person interviewed is 
then asked to sign Other parts of the ‘ Form RS Statement Blank" are lined 
to receive the data chat the reporter obtains in his conversaoon and in his 
oivn examination of the premises 

Besides gathering all essential information on a business concern, aty 
reporters also analyze that informaaon and prepare credit reports There 
are about tw eh e hundred city reporters m the entire system m the Umted 
States 


Resident Reporters 

In addition to the city reporting staff, each office also has what is knowm 
as a resident reporting staff In New \ ork Gi^ the resident reporting staff 
consists of thirty men w ho In e and w ork daily in such near by cities as 
Yonkers, Ne%\ Rochelle, Poughkeepsie, and Middletown, which all come 
under the jurisdiction of the New York Qty office These reporters de 
vote their full time to gathering essential credit information on concerns 
in their immediate cit\ Resident reporters, how ever, do not prepare credit 
reports 

Inquiries on concerns in their terntory are mailed to them daily These 
concerns are investigated by resident reporters in the same manner as city 
reporters The resident reporter, however, handles all lines of business. 
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large and small— newstands, delicatessens, drugstores, and lumber dealers— 
in his territory. The information is then mailed daily to the New York 
City office. Here “report writers” analyze the information from this 
source and from bank and trade investigations made simultaneously, and 
prepare the final credit report. 

Resident reporters provide speed in gathering information and in bring- 
ing credit reports up to date. They are on the ground, become widely 
acquainted locally, and know the unusual sources of local information. 
There are 220 resident reporters from the Atlantic to the Pacific. 


Local Correspondents 

The Albany, New York, office has approximately 280 local corre- 
spondents, who are employed on a fee basis. There is at least one such 
correspondent in every community of a reasonable size. He may be a 
banker, an insurance broker, an established merchant, perhaps a wide- 
awake farmer, or otherwise employed, but willing to give a reasonable 
portion of his time to outside work of this nature.^ 

These correspondents are called upon for local investigations under two 
sets of circumstances. At certain peak seasons of the year, when more in- 
quiries flow through for investigation than can normally be handled by 
the resident reporter, the excess is sent to the local correspondent for im- 
mediate investigation. In this way speed and promptness are assured. In 
smaller towns and villages, where no full-time resident reporter is em- 
ployed, all inquiries calling for immediate investigation are forwarded 
direct to the local correspondent. 

One or more correspondents are used in practically every city, town, 
and village in the country outside of those cities where offices are located. 
By 1 846, when The Mercantile Agency was five years old, there had been 
built up a chain of 679 correspondents— 352 to the New York office, 115 
to Boston, and 212 to Philadelphia.® Today there are many thousands of 
local correspondents of this character throughout the country. 

■* Many well-known individuals have been local correspondents since R. G. Dun 8c 
Co. began. Two of the earliest were Abraham Lincoln, while an attorney at Spring- 
field, 111 ., and Ulysses S. Grant, whUe working in his father’s retail hardware and 
leather store at Galena, 111 . John Calvin CooUdge, the father of Calvin, acted as a 
representative at Plymouth, Vt., for a period of fifty-two years, terminating with 
his death. He also ran a general store and a large farm; was telephone, telegraph, 
laundry, and news agent; looked after insurance policies; and served the interests in 
that section of the state of a bank of which he was a trustee. For the names of other 
well-known correspondents see Roy A. Foulke, The Sinews of American Covmierce 
(New York: Dun 81; Bradstreet, Inc., 1941), pp. 350-53. 

® E. N. Vose, Seventy-Five Years of The Mercantile Agency (New York; R. G, 
Dun 8t Co., 1916), pp. 25-6. 
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Traveling Reporters 

In addmon to the counties that comprise New York Qtj proper, the 
Netv \ ork Ot) office has supervision o\ er all investigations m the nine 
Neu \ ork State counties nearest to the cit\ , and o\ er all concerns located 
in Bergen Count) , New Jersev Each of these concerns is called upon each 
) ear automancaUj , regardless of the fact that man) of them are also in 
vesngated in the course of the ) ear by resident reporters 

For this field work, the New \ork Gi^ office emplo)S ten traveling 
reporters Each is furnished with an automobile and a schedule of ones, 
towns, villages, and hamlets which he must cover dunng the succeeding 
eleven and a half months As he goes on this circuit, he calls upon and 
investigates locall) ever) business enterprise at each location This pro- 
cedure IS known as automatic revision 

The traveling reporter unlike the cit) reporter, the resident reporter, 
and the correspondent, does not handle mquir) tickets, that is, he does 
not revise a report w hen it becomes out of date. His job is to revise ever) 
name m ever) town on his route At the end of each week he mails the 
results of his mvesogacion and all finanaal statements obtained to his home 
office 

The 3 092 counoes m the fort) -eight continental states are covered in 
this same wa) bv reporters traveling out from the vanous offices From 
Edmonton in Canada, the trav elmg reporter cvcnruall) reaches the trading 
posts in the Arcnc Grcle, a thousand miles aw a), and m the same manner 
travebng reporters from St Paul, Minnesota, get mto every counti) 
town in Divide Count) North Dakota about seven hundred nules away 
B) this process ev ery business enterprise in the country is directly caUed 
upon and mv esngated locally at least once cv ery ) ear 

Qualifications of a Credit Reporter 

Just as a connoisseur realizes the perfection or the imperfection of a 
work of art after a careful examination, so the experienced credit reporter 
is able to pick up and put together facts that to the layman are of bttle 
or no importance That an individual opens a restaurant while his entire 
prev7ous business life had been spent m the cloak and suit trade, that an 
mdindual opens a gift store trah a capital of $5,000 nhen a mimmiim ot 
$10 000 IS needed at a particular locaoon, that an individual purchases an 
eapensne automobile nhen an innmate fcnonledgc of the financial con 
dition of his business nould indicate that he could support onlj a less 
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expensive one; that a wholesale business is being started on premises where 
rents are high; all such miscellaneous details must be recognized as valu- 
able, studied, and analyzed. 

The real credit reporter is part business specialist, part accountant, part 
detective, part student of logic, and part student of human nature. The 
man who takes the responsibility of assuming what any individual or 
group of individuals will do in a given set of business circumstances must 
have a keen insight into human nature. The value of the credit reporter 
depends upon his knowledge of local businessmen and conditions and the 
thoroughness of his investigation and reports. 

Trade Investigations 

While city reporters are calling upon local businesses and banking in- 
stitutions, and resident reporters, correspondents, and traveling reporters 

Figure 9 Inquiry Ticket Used by a Subscriber When Ordering 
a Credit Report from Dun & Bradstreet, Inc. 


^ <fnc. ^sc^r 

a, 0. 1 C. O 1 HD OFF 

KAU£ 

Henry Grocery Company, Inc. 

JtZPOJlTKG omcE 
pit □ 

TO □ 

TL □ 

AVS □ 

TRADE STTLE BUSl'iESS 

STREET ADDRESS 

1814 No . Jones Street 

TOWN h STATE DATE 

Chicago, HI. June 1, 19 -- 

RATED NO Q 

RR OP 

REMARKS FROM SUBSCRIBER: 

FIRST ORDER Q Q CHANCE IN OWNERSHIP Q 

Vtt rtoertt tld* lor additional facto and Tctcrancc* and O 

HOME OFFICE 

9W2 2(C 91) 

CENTRAL OFFICE 

OR 

CO 

AO 

SEND FILE COPIES OR Q 


are making their investigations, each home office is sending out thousands 
of inquiry blanks to merchandise creditors in all parts of the coimtry to 
ascertain the manner in which each of these concerns is paying its current 
merchandise bills, the highest credit recently extended, terms of sales, and 
general relationship with trade creditors. 

A Pittsburgh department store might purchase ladies’ dresses in New 
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York Ci^ , men’s suits m Chicago and Baltimore, canned foods m Cali 
forma, furniture m Virgima, and )cwclr> m ProMdcnce, Rhode Island 
To ascertjn the pajing record of this concern, trade slips are relajed by 
the Pittsburgh office to the Dun & Bradstreet offices m these cities, ^^hlch 
then mail or delner them to the parocular local sources of supply, 
promptly pick them up, and finall> return them to the originaang office 
Dunn(^ 1961 o\er 20200000 of these trade slips, or about 80000 each 
business day, ^vere mailed or dclnercd to creditors to ascertain from them 
the detailed pacing experiences of their customers 


Figure 10 Inquirt Blank Used b> Dun & Bradstreet Inc , in Obtaimng Ledgei 
Experience 





Suppiemenlary Credit Information 

There are three other routine practices m the collection of pertment 
credit mformanon 

1 In January of each tear a financid statement Wank (sirmlar to die 
form in Figures iiA and iiB on pages 73-74) is mailed to etery acate 
commercial and mdustnal business enterpnsc m the Umted States As 
these finanaal statements are rcnimcd, thej are incorporated into reports 
and promptly distnbuted to all interested members ho had filed inquiries 
on the respective concerns w ithin the previous tw elve months 

2 A representame is maintained m most count) centers to keep the 
agenc) prompti) informed of all deeds, suits, mortgages, and similar in- 
struments as soon as the) are filed bj or on business concerns 

3 Newspapers and financial and trade periodicals are exaimned and 




Figure iiA Financial Statement Form Used by Dun & Bradstreet, Inc, 
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clipped daily, so that no new pertinent information affecting the credit 
risk of a concern favorably or unfavorably will be missed. 

Special Notices 

Information regarding suits, judgments, petitions in bankruptcy, com- 
position settlements, voluntary or involuntary liquidations, the placing 
of chattel mortgages, and similar details of immediate value and interest 
to the credit departments of banking institutions and mercantile houses 
is distributed on Special Notice paper. This is merely pink report paper 
with the words “Special Notice” printed at the top of the page in red ink, 
so that the sheet will receive immediate attention by all who receive it. 

Continuous Service 

When a subscriber has made an inquiry about a particular concern, he 
receives the current report if it is up to date. If it is not, he receives the 
last available report, which then bears the stamp “WiU Send Later.” This 
indicates that the information is being revised. When the revision is com- 
pleted, the report is immediately delivered or mailed to the subscriber. 

This, however, is not the end of the service. A copy of every additional 
report edited during the ensuing twelve months, including regular re- 
visions, automatic revisions, financial statements at the end of the fiscal 
year, trade investigations, and special notices, is subsequently delivered to 
the member. In other words, not only is every inquiry immediately 
answered, but the subscriber also receives every item of additional infor- 
mation distributed on that concern for an entire year. His file is thus 
automatically kept up to date. 

When the year expires, a renewal notice is attached to the next report 
delivered to the subscriber on that name. The renewal notice states that 
service on this name has been completed, but that it will be continued 
for another year if the subscriber indicates he is still interested in the 
account by returning the renewal notice. 

Various Types of Credit Report 

What becomes of this vast array of information which is constantly 
being collected from so many divergent sources— including reporters’ calls 
and investigations, bank and trade investigations, record items of judg- 
ments and suits, clippings from daily newspapers and magazines, offering 
circulars of securities, reports to the Securities and Exchange Commission, 
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and reports on file in certain states’ This information is bemg constantly 

sifted, condensed, interpreted, and edited into credit reports 

Two different types of "narraave” credit report are prepared by the 
Dun & Bradstreet organization the “Analytical Report” and the “Stand- 
ard Narraave Report” The Analytical Report is prepared on large, 
complicated cases, which often have subsidiary and affiliated companies 

Figure 12 Contmuous Service Renewal Notice 



requiring a study of consohdated and individual financial statements and 
of mtercompany loans and merchandise sales The Standard Narraave 
Report IS prepared on all other concerns Each report, consisang of one 
or more sheets of 854-by-n inch paper, contains concentrated credit in- 
formation and the mterpretaaon of it Although the informaaon con- 
tained in these different types of report is quite similar, the arrangement 
and treatment vary 

Analytical Report— Ps. copy of an Analyacal Report will be found in 
the typical bank file betw een Chapters 1 and II Analyacal Reports run 
up to twelve pages m length A comprehensive treatment of data m the 
following order appears in an Analyoc^ Report 
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1. Date of the Report: The date on tvhich the report is edited. 

2. Heading: The exact style of the business, whether it is a proprietor- 
ship, partnership, corporation, common law trust or estate, the line of 
business in which the concern operates, and the complete street and 
city address are first given. Subscribers are asked to “note whether 
name, business, and street address correspond” with the inquiry’’, as many 
concerns operate under styles that are very similar. 

3. Officers and directors: The name of each officer, with his title, and 
the names of the men who comprise the board of directors, in alphabetical 
order. 

4. Rating; The rating is a letter and numerical symbol (or the lack of 
one or both) which indicates in a broad way the approximate amount of 
capital invested in the enterprise and its existing credit soundness. The 
rating key with additional explanation will be found in Figure 15 on page 
83. At this point the date the business started, the manner of trade pay- 
ment, and the annual sales are also given. 

5. Summary: In three or four lines of capital type, the summary gives 
the highlights, the strong or weak features of the risk. It represents a 
written concentrated interpretation of the rating. 

6. History: At this point are mentioned the exact chronological, his- 
torical details of the business itself. This covers such points as the date 
and place of incorporation, if the business is incorporated; history of 
the business (if the concern is not newly organized) up to the time 
of its present incorporation; original authorized and paid-in capital stock, 
with increases and decreases since that time; classification of shares; names 
of other concerns absorbed or acquired (with dates), how acquired, and 
whether or not liabilities were assumed in each individual case. Following 
this information there appears data regarding the age, marital status, ex- 
perience, past and present business connections of each officer; the amount 
of life insurance, if any, carried for the benefit of the concern; and the 
important connections of each director who is not an officer. 

7. Operation-location: Under this heading, there is a brief outline of 
the method under which the business is operated, covering the products 
manufactured or sold, class of trade sold, territoty’^ covered, terms of sale, 
number of accounts, number of employees, location of plants and branch 
offices, trade names and brands used. This outline gives a picture of what 
the concern does and how it does it. 

8. Subsidiaries: This section is one of the most important subdivisions 
of the Analytical Report. It covers corporate connections with underlying 
units, explains intercompany merchandise sales or loans, and describes 
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the individual finanaal condition of each subsidiary, if such data arc 
available This information is essential m studying the financial responsi- 
bility of any unit in a group of concerns controlled by the same interest 
or closely allied ones Just as a father sometimes lends funds to a son, a 
brother, or a cousin, where possibilities for repayment in the near future 
are sbm, so corporaaons at times make similar advances to related busi- 
nesses 

9 Comparative financial statements On this page balance sheets for 
the last three years arc set up in parallel vertical columns in accordance 
with the principles outlined in Chapter VIII These comparative figures 
indicates the progress or decline of a business, by revealing the trends and 
fluctuations m net working capital, tangible net worth, liabilities, sales, 
profits, and other sigmficant financial items 

10 Analysis The analysis is a written interpretation of the compara- 
tive figures If the figures disclose a favorable trend and a healthy condi- 
tion, that fact IS brought out, and the reasons for it are given, if they 
reflect an unfavorable trend and an unbalanced condition, that fact is 
brought out, and the reasons for it arc given The analyses of many busi- 
nesses are compbcated 

11 Trade investigations Here are listed the detailed experiences of 
concerns extending current merchandise credit This section shows recent 
high credit, amount owing, amount past due if any, terms of sales, and 
manner of payment 

1 2 Banking relations The current information obtained from the bank 
depositories indicates whether relations have been satisfactory, whether 
loans have recently been requested, and if so, whether the requests were 
refused or the loans granted, if the latter, then whether on a straight note 
basis, endorsed, guaranteed, or secured by collateral 

Standard l^arratxve Report —This type of report is prepared on all con- 
cerns not covered by Analytical Reports Of the approximately 2,600,000 
eoncems bsttd m Tfce 'Reference Book, the reports on the great majority 
are of »■’ js particular type There is, however, less credit mterest in these 
names than m those covered by an Analytical Report Reports prepared 
on several hundred thousand holding companies, service lines of business, 
and miscellaneous enterprises which are neither listed in The Reference 
Book nor included among the 2,600,000 mentioned above, are also of this 
type As 82 per cent of all industrial and commercial enterprises in the 
country have a tangible net worth of $35,000 or less, many of these re- 
ports are somewhat bmited in length The typical Narranve Report 
(Figure 13) is one to two pages long 



Figure 13 Copy of a Standard Narrative Report 
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SIMPSON HARDWARE CO. 

SIMPSON, WHilAM J. , OWNER 

RATUIO: E ai to E 2 


CD 26 FEBRUARY 2 I 9 S 
HARDWARE & PAINTS 


SPRINGPIEID OHIO 
CLARK COOim 
U95 H. MAIN ST. 


STARTED: 1948 PAIHEirrS: Discount & Proapt 

NET WORTH: $27,908 SAIES: $89,446 

SUMMARY ' 

AH ESTABLISHED BUSINESS CONDUOTINa A STEADY AND PROFITABIl: VOLUME. 

FINANCIAL CONDITION IS WELL BALANCED. 

HISTORY 

Style vas registered by Simpson July 17, 19^* Used for 'buying and advertis- 
ing. Oimer purchased this established business July 1, fron Ralph T. Meyers. 

Capital vas $18,000 of vhich $10,000 vas a loan, since repaid. 

Williaa J. Simpson is 5^, married, a native of* Cftno. After graduating free 
Miami University in 1930, tau^t school tmtll 1936. 1937-1945 vas employed by the 

Vilson Wholesale ^irdvare Co., Columbus, CSilo, latterly in the accounting department. 
1946-1948 vas a salesman for Davis & Crocker, builders supplies, Springfield. 

0PERATI0N-L0CA3?I0n 

Retails shelf hardware and tools (65^), S« & W. Ralnts (20^) housevares. 
cutlery, garden implements, glass, lawn mowrs, seeds and sporting equlpnent (l55t). 
About 90^ of sales is for cash; 30 day credit is extended to contractors and house- 
holders. Two clerks, one part-time, are en5)loyed. Rents a store 25 x 60 In a resi- 
dential shopping area on the outskirts of town. 

FinAUCIAL IHFCKMATIOII 

A financial statement at December 31, 196— cents anltted:- 

ASSETS LIABILITIES 

Cash on Hand & In Bank $ 4,6o4 Acets. Fay. $ 3,064 

Acets, Rec. 1,315 Accruals 621 

Merchandise (Cost) 19,158 

Total Current 25,077 Total Current 3,685 

Fixtures & Equip. 4,008 

Autcmobile 2,113 

Prepaid & Deferred 395 KET WORTH 27,908 

Total Assets 31,593 Total 31,593 

Ret Sales January 1, 196- to December 31, 196-, $89,446; gross profit $19,551; 
0vmer*6 salary and drawings $5,200. Ret profit $1,686 after salary and drawings. 
Monthly rent $175; lease expires I96-. Fire Instarance on fixtures $4,000; on mer- 
chandise $20,000. 

Signed January 30, I96- SIMPSOR HARDWARE^O. by W, J. Simpson, Owner, 

When Simpson took over the ■business in 1948, sales were abcort $45,000 a year. 
By working long hours and advertising in the Suburban Revs be built up volume a lit- 
tle every year. Also there has been an increase in residential building on his side 
of town. Profits have Increased as sales have expanded. Cash withdrawals fron the 
business have been conservative. Merchandise turns satlsfectorily and Sln^son has 
been able to Improve his financial conditiwi a little each year. Carries good bal- 
ances at his bank a nd has not borrerved since 1951* 


Sold 1948 to date 
Sold yrs 

Sold 1950 to 11-1-6- 
Active acet. 

Sold yrs 


Cash on Hand & In Bank 

$ 4,604 

Acets. Rec. 

1,315 

Merchandise (Cost) 

i2,.iig 

Total Current 

25,077 

Fixtures & Equip. 

4,008 

Autcmobile 

2,113 

ftrepald & Deferred 

395 

Total Assets 

31,593 


HC 

OWE 

P DUE TERMS 

PAYMENTS 

JAN 19 196- 

1551 

356 

2-10-30 

Disc 

900 

600 

2-10 

Disc 

400 


2-10-30 

Disc 

1600 

300 

Ret 30 

Ppt 

733 

112 

Ret 

Ppt 


2-2-6- (301 49) (60) 

riEASE HOTE WHETHER KAME. BUSINESS AND STREET ADDRESS CORRESEDNO WITH TOUR INQUIRY. 

The foTMoIno report Is fumirfwd, ot your reouest, i«Jer yotx Sti«scr1ptroo Cwrtrcct. In STRICT CONFIDENCE, br WJN & WAOSTRin’, Int es yw, ogenh end 

CRvtoyees. loryour exclusive usecBonoid indeTtrmtninothcodvisobiHryofgranTnpoeCitorinKrarvx.ar^ fornoother purpose. bb2-4(S2973) 
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SPeCIAl SERVICE DIVISION 

The Specul Service Division v.as developed in 19^3 to pronde rnmsu- 
alh cxKaustne reports on a cost plus basis where the mformaaon need, 
of the subsenber go be\ ond the scope of the n-picaJ credit report. Each 
repoiT IS custom taDored to cot er in detail those particular points about 
a subject m w hich the subscriber is espcciallj interested Ever) source of 
informaaon m the United States js thorooghiv explored, and all informa 
non IS ethaustiich analvzcd The following subjects suggest the wide 
scope of this division s activities 

Management Interests 

t 0\er-all financial studies with a view toward purchase of 2 sub- 
stantial or controlling interest m a business. 

2 Inornate details of the background of the management of a business 
or Its owners 

3 Iniesogaoons of service organiiaoons for reputation and standing 
in dieir respective fields, and quabficaoons to handle specific t^-pcs of 
undertaking 

4. Operating policies of potential or present distributors, and standing 
among customers and competitors 

y Faoliaes of contractors and suppliers to perforra on contracts 

Credit Interests 

6 Pamcularh thorough overall invesngaoons where untisuallv sub- 
stantial credit IS being considered b) the subscribers 

7 Details of unusual financing arrai^emcnts. existing or proposed. 

8 Current comprehensive investiganons for ledger expenences, m 
formanon, and opinions includinj direct intemews with principal sup- 
pliers. 

9 The competitive position held bv a business concern in its industn 

10 Trend, particularlv changes affecting operations 

REFERENCE BOOK DEPARTMENT 

The Reference Book contains the names of all active commercial and 
industrial business enterprises m ever) citv, village, town, and hamlet in 
the countrv Before the name is a number, and after the name are tw o 
sjTnboIs The number indicates the Ime of business of the concern It is 
the United States Standard Industrial Classification, a four-digit code rep- 
resentmg the funcDons and lines of acnvirt of all bnsiness enterprises, 
prepared b) the Techmcal Committee on Industnal Qassificanon, Divj 
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sion of Statistical Standards, Bureau of the Budget, Washington, D. C. 
The two symbols after the name indicate the estimated financial size of 
the business and its credit responsibility. 

The RefereJice Book also contains valuable supplementary information 
for the banker and the mercantile credit departments, such as a list of 
banks and bankers with the principal officers and important correspond- 
ents, the population of every village, town, or city, and the designation 
of all county seats. Similar information is available on Canadian business 
enterprises, banks and bankers, maps, and population. The Reference 
Book is published six times yearly. 

List of Active Business Enterprises 

The most valuable feature of The Reference Book is the credit rating 
on each active commercial and industrial concern. With a Reference 
Book at hand, a credit man may at any moment look up the name of any 
active commercial or industrial business enterprise in the country, just as 
he would look up a name in a telephone directory, and obtain an approxi- 
mate idea of its invested capital and credit responsibility. Even in the 
limited number of cases where insufficient data have been made available 
for this purpose, he may verify the fact that a particular concern is actu- 
ally in existence, which is often an important fact in itself. 

Figure 14 gives a typical section of a page in The Reference Book. 
Each page is divided into five columns, 14% inches long, listing the exact 
style of business concerns in alphabetical order under respective state, 
county, city, town, or village subdivisions. There is an average of 650 
concerns on each page. 

Trade Classifications 

The four-digit Standard Industrial Classification Code at the left of each 
name refers to a trade classification, an index to which is found in the 
front of The Referejice Book. By referring to this index, one may readily 
determine the specific line of business in which each concern is engaged. 
The code is valuable as a means of preparing lists for circulation purposes. 

Rating Key 

The two symbols at the right of most of the names comprise the capital 
and credit ratings. The capital letter represents “estimated pecuniary 
strength,” and the numeral, “general credit” standing. Where sufficient 
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facts on which to base both a capital and a credit rating are not available, 

either one or both symbols may be omitted 

Figure 14 Section of a Page from the Dun & Bradstreec, 

Inc , Reference Book 



Figure 1 5, taken from the inside front cover of a Reference Book, gives 
a full picture of a Dun & Bradstrect rating key. There are sixteen classifi- 
cations for estimated pecuniary strength” These classifications range 
rom Aa, winch represents corporations with invested capital in excess 
of ?i, 000, 000, to “L,” which represents a capital investment of less than 
St, 000 There are only four credit classifications high, good, fair, and 
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limited. Under these four classifications, however, there are sixty-four 
symbols indicating the general credit standing. This key represents a 


Figure 15 Key to Ratings, Dun & Bradstreet, Inc. 


KEY TO RATINGS 


ESTIMATED FINANCIAL STRENGTH 


COMPOSITE CREDIT APPRAISAL 


Aa 

Over 

$1,000,000 

. 





High 

Al 

Good 

1 

Fair 

W 2 

Limited 

2 

A+ 

Over 

750,000 

- 

- 

- 

- 

- 

Al 

1 

1V2 

2 

A -$500,000 to 

750,000 

- 

- 

- 

- 

- 

Al 

1 

iy2 

2 

B+ 

800,000 to 

500,000 

- 

- 

- 

- 

- 

1 

1% 

2 

2y2 

B 

200,000 to 

300,000 

- 

- 

- 

- 

- 

1 

iVz 

2 

21/2 

c-h 

125,000 to 

200,000 

- 

- 

- 

- 

- 

1 


2 

2 V 2 

c 

75,000 to 

125,000 

- 

- 

- 

- 

- 

11/2 

2 

21/2 

8 

D+ 

50,000 to 

75,000 

- 

- 

- 


- 

11/2 

2 

2V2 

a 

D 

85,000 to 

50,000 

- 

- 

- 

- 

- 

11/2 

2 

21/2 

a 

E 

20,000 to 

35,000 

- 

* 

- 

- 

- 

2 

2Y2 

3 

3 V 2 

P 

10,000 to 

20,000 

. 

- 


- 

- 

2% 

8 

SV 2 

4 

G 

5,000 to 

10,000 

- 

- 

- 

- 

- 

3 

^¥2 

4 

4y2 

H 

3,000 to 

5,000 

- 

- 

- 

- 

- 

8 

aVz 

4 

41/2 

J 

2,000 to 

3,000 

- 

- 

- 

- 

- 

8 


4 

4y2 

K 

1,000 to 

2,000 

. 

- 

- 

- 

- 

3 

31/2 

4 

4y2 

L 

Up to 

1,000 

- 

- 

- 

- 

- 

3% 

4 

4I4 

5 


CLASSIFICATION AS TO BOTH 
ESTIMATED FINANCIAL STRENGTH AND CREDIT APPRAISAL 


FINANCIAL STRENGTH BRACKET 

1 $125,000 to $1,000,000 and Over 'Vhv" ““'y «ie numeral (1, 2, 

is an indication that the estimate 

2 20,000 to 125,000 while not definitely classified, is p 

2,000 to 20,000 the range of the C$) fibres in 

bracket and that a condition is be 
Up to 2,000 t warrants credit in keeping with 

NOT CLASSIFIED OR ABSENCE OF HATING 


EXPLANATION 

When only the numeral (1, 2, 8, or 4) appears, it 
is an indication that the estimated financial strength, 
while not definitely classified, is presumed to be within 
the range of the ($) figures in the corresponding 
bracket and that a condition is believed to exist which 
warrants credit in keeping with that assumption. 


The absence of a rating, expressed by the dash ( — ), is not to be construed as unfavorable but signifies 
circumstances difficult to classify within condensed rating symbols and should suggest to the subscriber 
the advisability of obtaining additional information. 


gradual development from 1859, when the first key was published by B, 
Douglass & Co.® (later merged with R. G, Dun & Co.), to 1900, when the 

®The original raring key published in 1859 was termed “Key to Markings.” Eight 
different ratings were used, each rating representing the credit strength of a busings. 
There was no rating representing the invested capital. Each concern, however, in- 
stead of receiving one rating as is customary today, received four ratings, one for 
each of four different types of concern which might use The Reference Book: (i) 
for bankers and buyers of single name papier, (2) for commission merchants, (3) for 
importers, manufacturers, and jobbers, and (4) a summary of merchants’ and bankers’ 
ratings. E. N. Vose, Seventy-Five Years of The Mercantile Agency (New York: 
R. G. Dun & Co., 1916), pp. 82-3. 
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present, more ekborate IwC>' was adopted. During the de\ elopment of the 
rating Ley, the numeral came to have different meamngs when alLed with 
different capital ratmgs For example, m “A + t.” the “i” represents good 
credit, while m “C+ i,” the "i** represents high credit. 

When a credit ranng appears alone, as m “i,” the numeral takes on a 
new sigmficance The ratmg “i'* mdicatcs that a concern has a pecuniary 
streng^ m excess of $125,000, but that no defimte figures are available 
to cl^fy the tangle net worth under an) particular letter ^TuboL 
This ratmg indicates chat available credit informanon is favorable, and 
that trade obligations are being reared most sansfactonly The “2” ranng 
carries a similar implicanon within the capital range of $20,000 to 
$125,000, “3,” $2,000 to $20,000, and "4,” less than $2,000 

Number of Names 

The number of names contained m The Reference Book increased with 
minor fluctuaaons from 220,268 in 1859, the date the first Reference Book 
was published, to 2,212,000 m 1929 Since 1929 there has been considerable 
fluctuanon, with an upward trend since 1944 The Reference Book as of 
July 1961 contained 2,632,000 names for the United States These figures 
indicate the extent of the work involved in compiling, pnnang, and pub* 
hshing The Reference Book six times each ) ear 

Sire of The Reference Book 

The complete Reference Book, including full data on all names m the 
United States and Canada, is iiVz by i 654 mches and 4 inches thick and 
contains approximately 4,725 pages Smaller reference books containing 
the same mformaaon on certain groups of states arc available for business 
enterprises that sell m restricted temtones One volume contains data 
onl) on concerns located in the New En^Jimd states^ New ietsey, and 
Nevv ^ ork, another on concerns located m the South Atlantic, East South 
Central, and West South Central states, as w ell as m the stare of Alissoun 

Indmdual state reference books arc also published in “pocket” editions, 
6^4 by 4)^ inches in size “Pocket” ediaons are used largely as desk 
manuals by execuaves, and by travebng salesmen while on the road 

CREDIT CLEARING DIVISION 

Many business enterprises— paiticularly those m the cutang-up dmsions 
of the texalc industiy which transact business with thousands of accounts, 
and manufacturers that sell direct to retail stores— need expert credit dc- 
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partments to follow the changing financial conditions of their widely 
scattered customers. Probably the most efficiently organized departments 
around the turn of the century were those of the New York City factors,^ 
which at that time operated exclusively in the textile field. As a result of 
maintaining most up-to-date credit files and efficient personnel, their 
credit departments were able within a few minutes to pass upon almost 
any individual request for credit. These factors set the early pace for the 
development of keen specialization, in the understanding and interpreta- 
tion of extensive information developed by thorough credit investigations 
and in the demand for comprehensive, up-to-the-minute current facts. 

Mercantile houses which lacked pertinent credit information on many 
accounts, which even lacked the knowledge of what information was 
essential for sound credit interpretation, and which lacked experienced 
and qualified credit specialists had their troubles competitively around the 
turn of the century. Upon receipt, an order for merchandise would go to 
the credit department for its approval. The individual in the small con- 
cern who was responsible for, but not experienced or trained in, the sound 
extension of credit would thereupon order a credit report from one of 
the mercantile agencies, generally as the sole basis for his final decision. 
Unless the subscriber sent a special messenger, this report would generally 
be delivered early the following morning, and a final decision would be 
delayed until that time. 

To eliminate this overnight delay, a new theory began to find expres- 
sion in the textile industry about this time. If the concern receiving the 

■^The factor is essentially a specialized bank. Until the early 1930’s they concen- 
trated in financing textile (cotton, woolen, silk, and acetate) mills, selling agents, 
and converters, selling primarily to manufacturers of men’s, women’s and children’s 
apparel, to department stores, and to chain stores, having extensive credit depart- 
ments especially trained for this purpose. Since the early 1930’s factors have financed 
more and more manufacturers and wholesalers in varied lines of business selling to 
retail stores. In its gradual evolution, the factor has come to have three distinct 
attributes: (i) advancing credit to its “accounts” against finished merchandise as 
security— that is, acting as a specialized bank; (2) passing upon the credits and in 
most cases cashing the sales— that is, buying the receivables outright without recoyKe; 
and (3) in some cases performing a group of special services, such as providing 
space for the display and the storage of merchandise, handling insurance, billing, 
packing, and shipping, and making city deliveries. The first and third of these attri- 
butes are clear. The second attribute of passing upon the credits and cashing the 
sales involves (a) passing upon the credit standing of concerns giving orders for 
merchandise at a moment’s notice, so that the shipment of that merchandise can 
immediately be made, and (b) if the concern buying the merchandise becomes 
financially embarrassed or goes into bankruptcy, any credit loss on that particular 
account is assumed by the factor and not by the manufacturer or wholesaler (i.e., 
the “accounts”) that shipped the merchandise. For a brief history of the evolution 
of factoring see Roy A. Foulke, The Story of the Factor (New York: Dun & Brad- 
street, Inc., 1953). 
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order could telephone a central bureau and receive qualified advice imme- 
diately over the telephone, the order could be shipped or rejected without 
delay This theory was based upon two assumptions 

1 That the concern receiving the order would be willing to accept 
and to follow the advice of such a bureau 

2 That such a bureau would employ experts and have a continuous 
flow of pertinent information mto its credit files, and so be m a better 
position than the concerns using its service to pass upon their daily re- 
quests for credit 

This theory was gradually put into practice and developed, first in 
passing upon the current orders received by textile mills and selling agents 
from concerns in the cutong up trades— that is, from the manufacturers 
of cloaks and suits, waists and dresses, men’s and children’s clothing, shirts, 
and underwear from piece goods This miaal development gradually ex- 
panded to the much larger field of serving the manufacturers of clothing 
selhng direct to retail stores handling men’s, women's, and children’s 
clothing This evolution came to be known in credit circles as an “ad- 
visory credit service " 

In 1928 R G Dun & Co organized a department, which has since 
become known as the Credit Clearing Division,* to give an advisory credit 
service to concerns everywhere m the United States selling to retail stores 
handling men’s, women’s, and children’s clothing and accessoncs Ap- 
proximately 160,000 retail concerns m the country handlmg wearing 
apparel and accessories, which are concentrated in and around the impor- 
tant ciues, come under the daily attention of this division 

Every three months this division publishes a specialized reference book 
known as the Apparel Trades Book This volume contains the names of 
all retailers of apparel in the United States, with symbols indicating the 
type of apparel and accessories sold, and their respective credit rating 
based on a sijecuUzed tann^ Ley This vtabiroA cfiwsfls of 

approximately fourteen hundred pages, each page, ii by 15 inches, con- 
taining three columns of names with trade styles and appropriate ratings. 

MUNICIPAL SERVICE DEPARTMENT 

The Municipal Service Department prepares specialized investment re- 
ports on states, counties, cities, and other governmental umts for com- 

® The s^le “Credit Oearing Division” was adopted m 1^41 when Dun & Bradstreet, 
Inc acquired the business of the Credit aearmg House, Inc , New York City, a 
^eciabzed credit agency which had been organized m St Paul, Minn, in 1888 The 
i^dit Clearmg House, Inc, had originated advisory credit service in 1915, and this 
then became its primary activity 



Figure i6 Rating Key, Credit Clearing Division of Dun & 

Bradstreet, Inc. 


RATING KEY 


Subscribers are Warned to consult the detail reports in our possession in every case involving credit 
Reasonable prudence requires that this be done TTic date of this book is that of its publication It was 
compiled before that date Many changes m names and ratings arc made each business da). Also the work 
IS so vast that other causes of error are not and cannot always be avoided Hence we assume no rcsponsi 
bility to subscribers for the correctness of the ratings herein 


EST^UTED 
FINANCIAL STRENGTH 


PAYMENTS 

APPRAISAL 


COMPOSITE 

APPRAtSAL 


fA 

Over 

11,000,000 

... 

- - See Note' - 


Ic 

Over 

500,000 

D 

Over 

300,000 

E 

Over 

200,000 


- - See Note’ - 


IG 

Over 

100,000 

fH 

Over 

50,000 

J 

Over 

30,000 


*kA Sec Note’ 


L 

Over 

20,000 

Im 

Over 

10,000 

ro 

Over 

5,000 

R 

Over 

3,000 


- - Sec Note’ - 


T 

Over 

2,000 

y 

Over 

1,000 

w 

Up to 

1,000 

X 

/Not 

Classif } 

1 

See Note’ 


12 3 4 
12 3 4 
12 3 4 
12 3 4 
12 3 4 


BCD 

BCD 

BCD 


/Not CJassificdl 
1 Sec Note* J 


A B C D 


/Not Classji 
\ Sec Note* 


I JTbe jymfcol S pmcding a ranng indicain lh>t an important put ol the total worth ceoiiitt o{ real ettate or other aueta not 
\usual1y coniidered working capital 

{ TIic IctiCM B, F, K, and S rn the Eatmuted Fituoaal Stxenpth coIuitid preceded by the lymbol ^r, mdiate m a general way 
what IS coniidered telaiire in me To illustrate the letter B indicates sae comparable to eoncemi classi/ied m the range 
A to C melusiTC, the letter F, comparable to those from D to C inclusive, the letter K, comparable to those from H to M 
inclusive, and the letter S comparable to those from O to V induiivc 

(The letter x u not 0) be construed as unfavorable but, in the column or columtu in which used, signthes circumstances 
Note* J difficult to defimtel) classify within condensed rating symbob and should suggest to the subsenber the advisability of reading 
(_the deuiled report 


ESTIMATED 
FINANCIAL STRENGTH 

In Estimating Financial Strength all assets 
may not be given equal weight The weight 
given to assets is dependent upon their na 
ture and availability If any assets are not 
given full weight but are deemed to add 
strength, due coniideration is given to them 
in the “Composite Appraisal ' 


PAYMENTS 

APPRAISAL 

Payments Appraisal clasnficaiiont arc rcta 
tive and based pnmanly upon the manner 
of meeting trade oUi^tions wtih respect to 
punctuality and attitude Gradation is in 
fluenced by the promptness of trade pay 
tnenis but appbcation u sufficiently flexible 
to allow for other dements of ugnifleanec 


COMPOSITE 

APPRAISAL 

The Composite Appraisal akes into con 
sideration all significant elements of credit 
Such dassificanon it relative and predicated 
pnocipally upon the broad and over-all 
Viewpoint 
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mercial banks and trust companies, savings banks, investment bankers, 
financial institutions, insurance companies, private estates, and individual 
investors having substantial commitments in muniapal securities 

Description ol e Municipal Report 

Each basic municipal report issued bj the department consists of four 
staostical pages containing pertinent figures and facts on the character, 
government, and financial operations of the unit covered Three data arc 
supplemented and explained m detail in the narrativ e section of the report, 
which gives a running storj of the financial progress and prospects of the 
communitj This latter section usually averages from six to eight pages, 
but not infrequent!) ranges from ten to fifteen m more involved cases 
In a feu instances such as New \ork Ot),* Chicago, Detroit, and Miami, 
the basic survc) maj consist of fort) to fifc) pages 

To many subscribers the most important page in the entire anal) sis is 
the first page, known as the Summar) ” Here, in bncf, ate presented the 
most essential figures and revealing comments on the credit staws of a 
communii) Each of the four specific considerations of (a) economic and 
social factors, (b) administration, (c) debt obligations, and (rf) current 
operations are concisel) summarized and classified as “favorable,” “fair,” 
or ‘unfavorable At the bottom of this page is a terse paragnph sum- 
marizing the present state of and giving a forecast of the community’s 
credit Thus, the Summar) reveals at a glance a clear picture of the 
financial standing of the communit) and a definite indication of its trend 
In amplification and support of the conclusions that appear on the first 
page, a mass of verifying and interpretative material follows in the narra- 
tive section 

From time to time bncf foIIow-up reports, known as ‘Supplements,’ 
arc issued These review and summanze later financial data and note an) 
significant changes, dev eiopments, or trends in the finances of a giv cn situ- 
ation since the preparation of the basic surv c) 

Units on Which Reports are Compiled 

Reports are issued as and when an) state, county, city, school dismct, 
or other borrowing unit pubLcl) sells a single issue of general obligation 

•The histones of municipalities have also at umes involved financial incidents not 
quite so prosaic as defaults on long tenn obligations Denis T Lynch has drawn a 
^manc picture of one of these unusual situauons, m which the Gtv Hall in New 
lork City was aucuoned off b) the sbenff to meet a aty obligation in October i8j8 
bee LjTich, fforr^ Twed (New ^ ork Livcnght Publishing Ciirp, 1927), pp 209-10 
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bonds of §750,000 or over, maturing in more than one year. A complete 
basic report and a supplementary report are also issued yearly on three 
hundred major governmental units, including the borrowing states, larger 
cities, counties, and special taxing districts throughout the country re- 
gardless of whether they sell or do not sell any new bonds.^° Reports are 
likewise prepared on fifty of the larger publicly operated revenue-bond 
projects and authorities when any of the fifty authorities sells a new bond 
issue of §750,000 or more at public sale. Among such units are the Port 
of New York Authority, the Triborough Bridge Authority, the New 
Jersey, Pennsylvania and Maine Turnpike Authorities, and municipally 
operated water, electric, and gas departments. These revenue surveys pre- 
sent a complete analysis and evaluation of the present and future outlook 
for such revenue projects, with special emphasis on growth prospects. 
This service is supplemented by special monthly and quarterly reports on 
earnings and traffic trends of major turnpikes and other vehicular toll 
facilities. 


INTERNATIONAL DIVISION 

Three years before the outbreak of the Civil War, R. G. Dun & Co, 
started its chain of foreign offices by establishing two branches, one at 
London, England, and the other at Montreal, Canada. The London office 
was opened because the New York office already had as clients a number 
of the leading export houses in the United Kingdom. 

At the outset the London branch confined its relations to export and 
import houses trading between the two countries, but soon the business 
community in Great Britain began to call for reports on British as well 
as American traders. In 1872 branches were established in Glasgow, Scot- 
land, and Paris, France; in 1876, in Leipzig, Germany; in 1887, in Mel- 
bourne, Australia. In the immediately succeeding years resident agents 

Twelve states either have no general obligation bonds or have only a negligible 
amount. They are Arizona, Colorado, Florida, Georgia, Indiana, Kansas, Nebraska, 
Nevada, South Dakota, Utah, Wisconsin, and Wyoming. However, including, in 
addition to general obligation bonds, limited obligations and non-guaranteed or 
revenue bonds of state agencies, each of the fifty states has some long-term debt. 
Limited obligation and non-guaranteed debt is most commonly used for state insti- 
tutions, particularly institutions of higher education, and for highways, while revenue 
bonds have come into widespread use in the postward period for financing toll 
highways, usually through a semi-autonomous state commission or authority. The 
gross long-term debt of the fifty states on June 30, 1961, including both full 
faith and credit and non-guaranteed debt, was $19,529,000,000 according to the Divi- 
sion of Governments of the Bureau of the Census, and the net long-term debt was 
$16,664,000,000. The gross long-term state and local debt combined, as of June 30, 
1960, was $66,801,000,000, a new peak. 
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were appointed in the other business centers m Australia and New Zea- 
land Addmonal branches were subsequently installed in Europe, South 
Afnca, South Amenca, Mexico, and the West Indies At the present time 
there are sixt)’-four offices in twenty foreign countries, not including the 
Dommion of Canada, serving as direct branches of the subsidiaries and 
affiliates of Dun & Bradstreet, Inc 

These facilities arc available, in accordance with the customs of each 
particular country, to American bankers, manufacturers, and exporters. 
Credit information is based upon a thorough mvestigaaon at the source 
supplemented by comprehensive investigations m the Amencan market and 
m any foreign markets in which the debtor might be purchasing merchan- 
dise or obtaimng bank credit These credit facilities of the world are 
funneled into the Intemaaonal Division of Dun & Bradstreet, Inc , m New 
York City 

Credit reports are edited in the New York office on practically all 
foreign names A staff of speaahsts keep in touch with the respecave 
markets and their conditions and translate correspondence and reports 
received from foreign countries Reports are modeled after the domestic 
reports In each report, as complete a picture as possible is given of the 
hirtory of the business since its inception Under “Method of Operation” 
comes a descnpaon of the business, lines of merchandise handled, and 
agencies held Available financial statements are included for comparanve 
purposes The customary trade mvesugation shows the lines of credit 
recently allowed and payment records throughout the world There is 
also included a current quotation, m dollars, of the foreign curreniy used 
m the report Thus, at a glance the banker or the credit man sees the 
approximate equivalent in United States currency of his client’s capital, 
whether the statement be m Argentine pesos, Brazilian contos, Venezuelan 
bolivars, or Japanese yen 

The International Division publishes three reference books yearly The 
New York office publishes the Lattn America Market Guide, consisting 
of three volumes, m English Volume 1 covers Cuba, Puerto Rico, and the 
other West Indian islands, Volume II covers the South American coun 
tnes (Argentina, Bolivia, Brazil, Bnosh Guiana, Chile, Colombia, Ecuador, 
French Guiana, Paraguay, Peru, Sunnam. Uruguay, and Venezuela), and 
Volume III covers Mexico and Central Amenca. The Latin Amenca 
Market Guide contains coded information on manufacturers, wholesalers, 
retailers, sales agents, and service organizations Each listing mcludes the 
name and address of the concern, line of business, estimated capital, and 
pay code The Rio de Janeiro office publishes Smopsis Dun, which m 
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effect is a complete reference book for Brazil. The Mexico Gty office 
publishes Sinopsis Dun, a complete reference book for Mexico. 

MERCANTILE CLAIMS DIVISION 

Since 1841 the Mercantile Claims Division has assisted in collecting 
past due accounts arising out of mercantile transactions. This division is 
designed to render a practical collection service on past due “commercial” 
accounts (as distinguished from “retail” or “consumer” accounts). Activ- 
ities connected with adjustments, assignments, receiverships, or bankrupt- 
cies are beyond the scope of its activities. 

This service is rendered on the basis of an annual subscription agree- 
ment and the payment of a minimum annual service charge, for which the 
subscriber receives, at no extra cost to him, the first two steps in the 
service. These are “Reminder Service,” consisting of two kinds of gummed 
reminders which subscribers may use on their past due statements and 
letters, and “Free Demand Service,” which is a written request for pay- 
ment sent to the debtor by the Mercantile Claims Division, Many accounts 
are collected through these first two steps in the service, and there are 
no charges for these collections above the minimum annual service charge. 

Accounts not collected through either of the first two steps are subject 
to a graduated scale of contingent collection commissions if they are 
collected in subsequent steps in the service. 


MARKETING SERVICES COMPANY DIVISION 

The Marketing Services Company Division operates as a marketing re- 
search agency, serving individual businesses, trade associations and groups 
interested in particular problems. Survey planning, supervision, and anal- 
yses are performed by a professional staff of marketing specialists. This 
group of analysts draws on available authoritative information sources and 
directs field survey activities carried out by the Dun & Bradstreet field 
organization. It prepares surveys on a wide range of subjects such as in- 
dustry appraisals, sales potentials, distribution methods, product accept- 
ance, corporate image analysis, trade and customer attitude, prospect 
identification, purchase-decision factor analysis, industry statistics and 
trade association services, and cost of doing business surveys. 

In 1959 the annual publication of a Million Dollar Directory was insti- 
tuted. This publication, with interim supplements, lists over twenty-one 
thousand corporations with a net worth in excess of §1,000,000. Included 
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m each listing are the names of management personnel, tj'pe of business 
operation, annual sales, and number of employees The direaory is di 
vided into four secnons-busmesses listed alphabeocally, geographically, 
and by line of acuvity, and names of officers and directors-providing for 
maximum utility in sales, marketmg purchasing, and idenafication 

In i960 the Metaluorking Directory was initiated This directory lists 
thirty thousand metalworking plants employing more than nventy per- 
sons Data for each plant include name, address, products produced or 
services rendered, standard industrial classification codes, number of 
employees, and names of persons in charge of general management, pur- 
chasing, production, and engineering Information is arranged in geo- 
graphical order by states and towns Other sections list plants alphabetically 
and by line of business In addition, there is a staosncal secnon by coun- 
ties, showing the number of plants of vanous sizes with each industnal 
classification A “how-to” secuon details the way in which the directory 
may be used to perform marketing analysis from measuring potenaals to 
locating and evaluating specific prospects 

MAGAZINE DIVISION 

In 1893 Dun’s Reww was established as a weekly youraal of finance, 
trade, and business condmons This magazine furnishes commerce and in- 
dustry with a summary of business conditions in the vanous parts of the 
United States and in vanous lines of business activity Through this 
medium, bankers, business executives, and students of business affairs are 
currently apprised of the number and aggregate babihties of business 
failures Failure statistics are broken down by lines of business, geographi 
cal location, and size of liabilities The magazine also carries weekly and 
monthly compilations of bank clearings, a monthly record of building 
permits, and other studies and summaries of business facts and operations 
of current interest to men of affairs 

In April 1933 the magazine was changed from a weekly to a monthly 
The monthly has continued most of the features of the weekly and has 
added timely articles by men of national reputation and by the research 
staff of the Dun & Bradstreet organization These articles cot er such sub- 
jects as the probable effect of current legislation, tax poLcies of the 
Federal government, financial ratios as measures of managerial policies, 
and average expenses of retail enterprises In 1953 Modem Industry was 
acquired, and the name was changed to Dun's Revtev) and Modem In- 
dustry. 



chapter V 


SPECIALIZED 
MERCANTILE AGENCIES 


In the wholesale grocery trade there are eleven different 
recognized types of concern engaged in the intermediate distribution of 
merchandise. These types vary from the typical service wholesale organi- 
zation which maintains a warehouse and delivery system and has an 
established clientele of retail grocers, to those concerns whose activities 
are so highly specialized that they are known as institutional wholesalers, 
voluntary group wholesalers, desk jobbers, or wagon jobbers. This special- 
ization has found its way into every conceivable line of commercial, indus- 
trial, and professional activity. A dentist can make a reputation for the 
exactness of his inlays, a surgeon for removing warts, Walt Disney for 
Donald Duck and Mickey Mouse, and an architect for designing compact 
Cape Cod cottages. 

This same specialization has found its way into the investigation of the 
credit responsibilities of business enterprises in certain restricted fields of 
business activity. As outlined in the preceding chapter, the nationwide 
organization of Dun & Bradstreet, Inc., has achieved a high degree of 
specialization at those points where credit investigations and analyses have 
been divided by lines of business among reporters with special aptitude, 
training, and experience. 

Among the smaller mercantile agencies specialization is the outstanding 
attribute. The Produce Reporter Co. specializes in the preparation of 
credit reports on wholesale handlers of fresh fruits and vegetables. 
Lumberman’s Credit Association, Inc., specializes in the investigation, 
analysis, and editing of credit reports on all manufacturers, wholesalers, 
and retailers in the furniture and woodworking industries; the Jewelers 
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Board of Trade, on all concerns m the jewelry, diamond, silverware, and 
precious stone trades, Lyon Furniture Mercantile Agency, on the furniture 
and allied trades, and the Nauonal Credit Office, Inc , on editing reports 
on the manufacturers and purchasers at wholesale of textiles and textile 
products, furniture, rubber products, leather products, steel and steel 
products, and on all concerns that sell their commercial paper m the 
open market 

In the following pages we shall descnbc the specialized mercanule 
agencies and the supplementary services by breaking them down into four 
groups 

1 Specialized mercanule agencies that report upon business enterpnses, 
including six of the more important agencies-namely, the Nauonal Credit 
Office, Inc , Lyon Furniture Mercantile Agency, the Jewelers Board of 
Trade, Lumberman’s Credit Assoctauon, Inc, the Produce Reporter Co^ 
and the Nauonal Associauon of Credit Management 

2 Specialized agenaes that report pnmaniy upon individuals, including 
the Hooper-Holmes Bureau, Inc , and the Retail Credit Company 

3 Specialized agencies that make special investigauons of business enter- 
prises and mdividuals, including Proudfoot’s Commercial Agency, Inc, 
Bishop’s Service, Inc , and Hill’s Reports, Inc 

4 Supplementary service organizauons of fundamental interest to bank 
mg institunons, including Moody’s Investors Service, Inc, Standard & 
Poor’s Corporation, and ^fred M Best Company, Inc 

ADVANTAGES AND DISADVANTAGES 

There are three apparent differences between the acuvities of general 
and speaalized mercanule agencies two have to do with the methods of 
operauon, and one, with credit service from the viewpoint of the 
subscriber 

Direct Calls 

The two differences in method of operauon mvolve (<i) the mechanics 
of ob^irung direct information, and ( 6 ) the specialized experience and 
knowledge of the reporter who gathers, analyzes, and edits the final 
report The nauonal service of Dun & Bradstreet, Inc, IS so arranged 
that a representauve calls directly upon an operaung official of every 
commercial and industrial business enterprise in the Umted States at 
least once every year, verifies the names of the pnncipals, obtains a 
current financial statement whenever available, verifies the method of 
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operation of the enterprise, and also obtains a current list of trade creditors. 
Specialized agencies, with one or a very few offices, lack national cover- 
age. Accordingly, they must obtain information on a concern located at 
a distance by correspondence either directly with the concern or with a 
local attorney, or trust to their ability to obtain part of this information 
from near-by subscribers. 


Specialized Training 

The second difference has to do with the knowledge, training, and 
specialized credit background of the reporter. Specialized mercantile 
agencies claim that they have to a unique degree the opportunity to 
train reporters in the intimacies of the trades in which they operate. 
Their reporters become acquainted not only with the regular and normal 
manner in which business is conducted in the lines of commercial and 
industrial activity that come under their daily scrutiny, but also with 
the personalities and backgrounds of the men who operate individual 
businesses. If the usual terms for purchasing merchandise are four months 
and a concern is buying on sixty-day terms, that is a clear signal to investi- 
gate and ascertain why. If a concern is turning its merchandise three times 
each year and competitors are turning theirs five times, something is 
wrong. If the gross profit of a business is only 1 5 per cent and near-by 
competitors are getting 23 per cent, some item of expense must be exces- 
sive. If a concern places orders for merchandise with a large number of 
suppliers from which it has never purchased merchandise before, an 
immediate investigation will probably indicate that it is “buying for a 
bust.” If the proprietor of a moderate-sized business buys a new pre- 
tentious residence when it is known he can carry a large mortgage only 
with difficulty, it’s time to have a heart-to-heart talk with him. Such inti- 
mate details become familiar to the specialist and are of infinite value to 
him in keeping in touch with developments of business enterprises within 
a specialized line of business. The same information, however, is also avail- 
able to the skilled reporter who handles a specialized division for a 
general agency. 

A specialized reporter also keeps in close touch with conditions in his 
line. If the price of lumber, cotton, or any other raw material begins to 
skyrocket or to drop, he goes over his accounts to judge what effect a 
continuation of that trend might have upon certain business units in his 
field. If sales begin to fall off nationally, the information comes to his ears 
without much loss of time, and he correlates that knowledge with the 
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heavy or the light inventories of certain concerns If a flood occurs, he 
knows what accounts are selling heavily m that market This detailed 
knowledge of conditions does at times assist in reporting more accurately 
upon key accounts 

From the Point of View of the Banker 

The third difference between the general and specialized agenaes has 
to do with service from the viewpoint of the subscriber A general mer- 
cantile agency prepares credit reports on concerns m all lines of business 
m all parts of the country A bank of moderate size is able to obtain 
credit service on all accounts from the general agency If a bank were 
to use specialized agencies exclusively, subscriptions to several services 
would be required, and even then many lines of business activity would 
not be co\ered by any one of them Furthermore, in those hnes of 
busmess activity where a specialized agency is not unusually strong, 
the general agency, because of its established prestige and reputation, 
may be able to obtain a greater amount of essential credit data, particularly 
as a persona! call is always made 

SPECIALIZED MERCANTILE AGENCIES REPORTING 
UPON BUSINESS ENTERPRISES 

The measure of utihtj in the capitalistic busmess w orJd is the ability to 
show a profit That urge produced the entrepreneurs who made their 
fortunes building and promoting railroad lines, the telephone system, elec 
trie power generating and distributing units, farm equipment, automobiles 
and investment trusts Specialized mercantile agenaes, hkewise, generally 
were started and have been operated with a profit motive The Jewelers 
Board of Trade, a mutual organization, is an exception 

No way has been found whereby a specialized mercantile agency can 
handle effiaently and at a profit the thorough investigation and prepara 
tion of comprehensive credit reports on the hundreds of thousands of 
small retailers situated m outlying country towns, villages, and hamlets 
throughout the country As a result, speaalized agencies have tended to 
confine their activities to those Imes of business which are generally con 
centrated in one place and in which there is normally a turnover of 
reports, that is, where several mquines on a busmess enterprise may be 
answered simultaneously with the same report These two conditions have 
been essential to the success of the specialized agencies, just as assembly - 
hne production is essential to the automobile busmess Thus, the National 
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Credit Office, Inc., came into existence in New York City, where are 
concentrated the cutting-up, or needle, trades; the Lumberman’s Credit 
Association, Inc., in Chicago; and the other specialized agencies to be dis- 
cussed, in particular commercial or industrial centers. 


National Credit Office, Inc. 

The National Credit Office, Inc., became affiliated with Dun & Brad- 
street, Inc., in 1931, when both enterprises were taken over by the same 
holding company.! agency’s staff of highly trained and specialized 
reporters make their own comprehensive credit investigations, prepare 
their distinctive specialized credit reports, and render services fitted to 
the peculiar needs of the industries served. The headquarters of the 
National Credit Office, Inc., are located in New York City, with branch 
offices in Atlanta, Boston, Chicago, Cleveland, Detroit, Philadelphia, and 
Los Angeles. 

Organized in 1900, this agency has grown from a relatively incon- 
spicuous start to the largest specialized mercantile credit agency in the 
country, offering comprehensive services on manufacturers, converters, 
assemblers, exporters, and wholesalers in the lines of industry given in the 
outline on pages 97 to 99. The only retail concerns covered are (a) 
department stores, (^) chain stores in the respective industries in which 
this agency operates, and (c) larger furniture stores. In other words, the 
fields covered consist of the successive stages of handling, converting, and 
manufacturing and then wholesaling products in the particular industries. 

The National Credit Office, Inc., originally investigated only concerns 
in the cutting-up, or needle, trades of the textile industry— wholesalers and 
jobbers that purchased cotton, silk, woolen, and worsted piece goods and 
produced men’s, women’s, and children’s finished underwear and outer 
garments for distribution to the retail trade. Around 1920 the business 
began to expand, and since that date departments have gradually been 
developed to handle the investigations and prepare credit reports on busi- 
nesses in the following lines of activity: 

A. Concerns in all lines offering their commercial paper on the open 

market. 

B. Textiles 

I. Men’s wear: Manufacturers of men’s and boys’ tailored clothing, 

’ Then the R. G. Dun Corporation. The name of this corporation was changed 
in 1933 to the R. G. Dun-Bradstreet Corporation and in 1939 to Dun & Bradstreet, 
Inc. 
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jackets, slacks, casual w car, shirts, pajamas, undert^ ear, robes, sports w car, 
work clothing, uniforms, ram wear, fabnc hats and caps, and jobbers of 
mcn’s-w car fabncs and trimmings. 

2 Dresses and sports wear Manufacturers of dresses, blouses, shns, 
sports wear, bathing suits, infants and girls' wear, housecoats, aprons, 
nurses and maids’ uniforms, dolls and stuffed to\s 

3 Coats, suits, and intimate apparel Manufacturers of coats, suits, sports 
wear, skirts, ram wear, children’s coats and snow-suns, Imgene, negbgees, 
corsets, brassieres, bed jackets and robes, neck wear, laces, embroidcnes 
and miscellaneous products, and jobbers of women’s wear fabncs 

4 Textile mills Dealers, processors, and jobbers of yams, threads, 
twines, and raw matenals, \vea\ers and kmtters of woolens and worsteds, 
manufacturers of s>ntheoc, cotton, and blended fabncs, laces, braids, felts, 
bonded fabncs, rugs, and carpeting, knitters of hosiery, underwear, and 
outer wear, and d^ers, bleachers, finishers, and pnnters of textiles 

5 Comemng, household, and industnal goods Comerters of cotton, 
synthetic, silk, other fabncs and coaters of textiles, manufacturers of 
curtains, bedspreads, drapes, industnal bags, w-ork clothes, seat covers, 
coat fronts, shoulder pads quilted products, bias bindings, allied acces- 
sories, handkerchiefs, ublecloths, sheets, pillow cases, upholstered fumi- 
rure, mattresses, and jobbers of upholstery fabncs 

6 Wholesale and retail Jobbers of hosier) , undenv ear, kmt goods, and 
dry goods, jobbers and exporters of cotton, ra) on, and synthetic fabncs, 
department stores chain stores, discount houses, and other retailers han- 
dling piece goods, dr) goods, knit goods, and floor coverings 

C Leather and Coated Products 

1 Footw ear Manufacturers of shoes and slippers 

2 Shoe Components Manufacturers of leather heels, soles, and tnm 
mings 

3 Handbags Alanufacturers of handbags and purses 

4 - luggage Manufacturers of trunks, suitcases, and bnef cases 

5 Accessones Manufacturers of leather and plastic garments and 
gloves, belc, wallets, ke) cases, and sinular products 
D Electromes 

1 Manufacturers of radio and telension sets, components, electronic, 
atomic, and nucleomc equipment 

2 Manufacturers of electrical machmci^, equipment and parts 

3 Distributors of electronic parts 
E. Metals 

1. Aeronautical Manufacturers of airplanes, engines, missiles, instru 
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ments, electronic guidance and control systems, parts, and equipment; and 
airlines. 

2. Appliances: Manufacturers of household, office, and industrial appli- 
ances; heating, ventilating, refrigeration, and air-conditioning equipment. 

3. Automotive: Manufacturers of motor vehicles, trailers, bodies, en- 
gines, accessories, and parts. 

4. Machinery: Manufacturers of farming, electrical, road-building, con- 
struction, metalworking, textile, and other machinery, and mechanical 
equipment. 

5. Metal products: Manufacturers of castings, forgings, stampings, and 
screw-machine products; and shipbuilding. 

F. Chemicals 

1. Paints: Manufacturers of paints, varnishes, enamels, lacquers, and 
synthetic resins. 

2. Inks: Manufacturers of printing inks. 

3. Rubber; Manufacturers of tires, tubes, mechanical goods, and rubber 
products. 

Distinctive credit reports are prepared and regularly brought up to 
date on every concern in the United States which operates in these fields. 
Every credit report carries a summary of the credit responsibility of the 
subject. If the concern is in satisfactory financial condition, a definite 
suggestion is made regarding the average amount of credit to be extended 
by merchandise suppliers. No suggestion for credit is made,, however, if 
the concern is a marginal enterprise. Suggestions for credit are changed as 
often as necessary, occasionally several times yearly. Practically every 
important concern selling to the lines of business mentioned is a sub- 
scriber to the service, so that the coverage is unusually complete. Typical 
divisions of the service are described in the following paragraphs. 

Bank Service.— “Open market commercial paper” describes the short- 
term promissory notes of a corporation sold to banks, corporations, pension 
funds, colleges, and others having excess funds for temporary investment. 
Some notes are sold through the medium of commercial paper dealers, and 
some direct by the issuing corporations. 

The Bank Service Division investigates, analyzes, and edits specialized 
reports on all corporations selling their commercial paper in that open 
market. These corporations are located in every state in the Union and 
have a tangible net worth that rarely goes below $500,000 and at times 
exceeds $250,000,000. They operate in all important divisions of commerce 
and industry and certain areas of finance. 

This service is utilized by large city banks that are interested in all open- 
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mzrtet borrowers, not only as sooros of investment for tbs baals* own 
accercats and the accounts of corre^xradests, but also because open- 
marVet bonowers are prospective dcpositois. Smaller dty and “country” 
bants winch invest part of their secondary reserves in short-term, self- 
Kquidanng commerdal paper ^iso subscribe to the service. The repons 
prepared by tha department arc exceptionally thorough and comprdsen- 
srve on aH phases of a credit nst The first page contains the ckWfirgnon 
of the note la one of the following five categories: “Prime,” “DesL-able,” 
“Sansfacrorv," “Fair,” and “Xot Recommended.” No reference booh is 
published in' this division. Then follows the name of the commercal 
paper dealer, a list of the principal banls of account of the company, in- 
formation reyaniin? banh relations— such as total lines of credit available, 
the amount currenth* in use, and comment by the comp 2 in*’s hanhs regard- 
ing the account. 

This mfonnanon is follow cd bv an analvsts of the three latest com- 
parative balance sheets, together wnh sales, profits, and divideads. Oim- 
inent is mads regardmg sze and tread of ddu posiiioa, inventories; re- 
cerrab’es; and fixed assets. \\ orkmg capita) is reconciled, and a stracraty 
of sales, eanungs, dmdends, and net worth is presented for the past fifteen 
years. Next follows a record of the oScers and besmess itself, a deser^ 
con of the concern’s operaang methods, the names of any sabsidiaiy or 
gfHligtfd concerns, and an. expiation of any int er c om p any loans or fater- 
c ompan v merchandise sales, 

Teariler — Each of the snt divisions of this department is under the direc- 
tion of an experienced mdusrr>' manager, who js responsible for die quaEty, 
speed, and thoroughness of the reports in his dmsiox 

The n'pical report starts oS with the name of the conce rn . Its address, 
and the names of the oScers or the principals at interest. Then follows 
a brief synopris giving the high points of the record of the prindj^l^ 
the trend of die besmess, its summarized current fin.qn gia1 condition and 
trend, a current detailed trade laiesri^aon; of the important 

sources of supply, anals sa of record and financizl condition, ending with 
the suggested dtfimte line of credit. The second pase gives a full berinsss 
record of the prinapals and the besmess, a descriprion of the method of 
operation, and the name of the deposhors' bank or banks. Next appears 
a photostanc copy of the latest available balance sheet, ecneraDy on a 
standard form. Necessary supplemental details are included to explain 
unusual rt eriK . 

All divisions of the cutting-up trade have operations, whli 

^xing and fall peaks. A nunufactnrer of popular-priced ladies* sSh 
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and acetate dresses may, for example, issue a financial statement on June 
30 or December 3 1 showing practically no liabilities. Three months later 
at the peak of manufacturing operations, however, a balance sheet may 
frequently show liabilities several times the amount of the tangible net 
worth. Concerns in this field generally operate at a small profit and aim 
at large sales volume. Every season some businesses miss the current styles, 
find difficulty in marketing their output rapidly enough to meet maturing 
obligations, finally sell their accumulated inventories at a loss, and volun- 
tarily go into bankruptcy or liquidate. Consequently this department must 
keep in touch with competitive gossip and purchase and sales trends and 
note any little peculiarity, such as selling noticeably below the market in 
season, which often indicates to the trained mind that a concern is more 
extended financially than it should be. 

No reference book is published by the Textile Department, Unlike the 
service of Dun & Bradstreet, Inc., no ratings are used. Each report con- 
tains a summary in which a specific line of credit— such as $1,000, $2,500, 
$5,000, requirements— or none at all is suggested. In theory the amount of 
credit suggested is determined by dividing the normal seasonal purchase 
requirements of a concern by the number of its merchandise suppliers; 
that is, a concern that would normally purchase $90,000 in piece goods 
each season from thirty distributors, would receive an average line of 
$3,000. 

Concerns needing a particularly fancy printed material may buy piece 
goods from a limited number of converters; other concerns with extensive 
lines of suits or dresses in various price ranges may purchase materials 
from thirty or forty houses. The distribution of purchases must therefore 
be taken into consideration. This distribution depends not only on the 
construction, style, and price range of the piece goods needed, but also 
upon personal relationships, which, after all, go a long way in business. 

Leather and Coated This division’s reports on all manu- 

facturers of leather and plastic products are similar to those issued by the 
Textile Department. Data are kept constantly up to date. 

Electronics, Metals, and Chemicals.— These divisions are an outgrowth 
of the Credographic Bureau of Cleveland, a specialized agency which for 
many years published a monthly credit-rating book. This bureau was 
taken over by the National Credit Office, Inc., in 1923 and has steadily 
expanded to cover the lines in these areas listed on pages 98-99. 

Supervisors are in charge of each division of the Electronics, Metals, 
and Chemicals divisions. They are responsible for the final editing of the 
specialized reports, the summaries, intimate knowledge of changing busi- 
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ness condmons in their respective lines of actmty-, and the m\ esagaaon 
of all rumors The one fundamental difference between the Electronics 
Department and all others is that it publishes monthly a reference book 
\nth ratings, one secnon co\ ers manufacturers of automotive, aeronauncal, 
electncal, electronic, and metal products, and the other, distributors of 
radio and electromc products and parts The reference book is utilized 
not onij for credit reference purposes, but also as leads for the sales dm 
sions of subscribers Each volume has information on every concern m 
the Umted States m its parucular ditision of industry, they contam not 
onl^ a credit rating but also \aluable supplementary data These books 
are m a looseleaf form 

Supplementary Departments —The primary function of the National 
Credit Office, Inc., is the thorough, periodic m\ esogation, analysis, and 
editing of comprehensne credit reports by trained speaalists and the 
eztendmg of credit advice to its subscribers in the selected lines of mdustry 
and commerce Other specialized ser\nces, how ever, have been developed 
to be of supplemental assistance to the busmess w orld Among these arc 
Paruapaaon m Credit Groups, Spcaalizcd Claims Division, Coasulong 
Servnee, Market Planmng Semce, the Mobile Homes Credit Guide, and 
the Electromc Marketing Directory 

Lyon Furniture Mercantile Agency 

Organized m 1876, this spcaalizcd agency reports upon the manu- 
facturers, wholesalers, and retailers of furniture, carpets, floor coverings, 
upholstery, lamps, mirrors, baby carnages, refngerators, and undertakmg 
establishments in the Umted States Headquarters are mamtained m New 
York Oty', and branch offices are in six Ley aties m the funuture trades— 
Chicago, Illinois, Hight Point, North Orolina, Cmcmnati, Ohio; Los 
Angeles, California, Boston, Massachusetts, and Philadelphia, Pennsylvania, 
The reports are edited’ 6y speoafists who keep m touch wrth respectiie 
divisions of the funuture industry 

The credit reports give a careful business record of each of the officers 
of a concern, the history of the concern itself, a comparison of the size of 
assets, liabilities, and net w orth for se> eral y ears, a copy of the latest finan 
cial statement, with a bnef mterpretation of the figures, recent trade 
expenences, collection record, if any, a summary of the highhghts in the 
report, and a ratmg 

Rating Book —A reference book is issued semi annually , in January and 
July In the trade it is known by its color as the Red Book The ratings 




CREDIT GRANTORS -NOTE 

No system of ratings can ALWAYS convey an accurate summaription of 
existing conditions. Book ratings reflect conditions believed to exist when 
aissigned, and are based upon information obtained from financiai statements, 
from the trade, special reporters, correspondents, financial institutions and 
other sources deemed reliable, but the correctness thereof is in no way 
guaranteed. 

Conditions are constantly changing, and changes as made are shown in the 
"LYON Weekly Supplement and Report", and in Lyon Credit Reports. 

Should any error, or inaccuracy in rating be noted, it should be reported 
only to the Agency, in order that correction may be made. 

Inquire for Detailed Credit Report on all NEW ACCOUNTS, and make 
inquiry at least once a year on old accounts or when change in rating is 
indicated in the "LYON Weekly Supplement and Report". 


1 — DiscounL 
2 — Prompt. 

3 —Medium. 

4 — Variable, prompt to alow 

5 — Slow. 

6— Very slow. 

7— C. O. D. or C. B. D. 

8 — ^Pay rating not established, but in- 

formation favorable. 

9 — Claims to buy always for cash. 

SPECIAL CONDITIONS 

12 — Business recently commenced. 

13 — Inquire for report, 

21 — Buys small, usually pays cash. 

23 — Sells on commission. 

21 — Name listed for convenience only. 
29 — Rating undetermined. 

31 — Financial statement declined, or 
repeatedly requested and not 
received. 

SYMBOL INTERPRETATION 
* or 12 — Business recently 
commenced. 

+ or 116 —New statement recently 
received. 

A— Indicates information of unusual 
importance. 

O — Sells on installment plan. 

(?) — Sells from residence, office or 
catalogue. 


A $1,000,000 or over 


B 

500,000 

to 

$1,000,000 

C 

300,000 

to 

500,000 

D 

200,000 

to 

300,000 

E 

100,000 

to 

200,000 

G 

75.000 

to 

100,000 

H 

50.000 

to 

75,000 

J 

40.000 

to 

50,000 

K 

30.000 

to 

40,000 

L 

20,000 

to 

30,000 

M 

15.000 

to 

20,000 

N 

10.000 

to 

15,000 

O 

7.000 

to 

10,000 

Q 

5,000 

to 

7.000 

R 

3.000 

to 

5,000 

S 

2,000 

to 

3,000 

T 

1.000 

to 

2,000 

U 


to 

1.000 

V 

100 

to 

500 


Z-No financial basis for credit reported. 


INDEFINITE RATINGS 
F — Estimated financial responsibility 
not definitely determined, pre- 
sumed high. 

P — Estimated financial responsibility 
not definitely determined, pre- 
sumed moderate. 

W — ^Estimated financial responsibility 
not definitely determined, pre- 
sumed small. 

Y — ^Estimated financial responsibility 
not definitely determined, pre- 
sumed very limited. 

The omission of a rating Is not unfavorable, 
but indicates that suCficient Information is not 
at hand on which to base rating. 
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special situations. The service also includes a weekly report and supple- 
ment to the Red Book, containing all changes in rating, names of new 
businesses, dissolutions, successions, assignments, receiverships, trusteeships, 
failures, bankruptcy petitions, current business changes, and accounts 
placed for collection. In this way the reference book is kept constantly 
up to date. 

Travelers’ editions for businesses located in any state or group of states 
are available in pocket size and flexible covers. They contain the names, 
business classifications, addresses, and ratings of all dealers, wholesalers, 
and manufacturers in the specialized lines covered. These editions also 
include, under each city and town, the population and the names of banks. 

Trade biter change. —T.2Lch. week a “tracer sheet,” representing a national 
trade interchange in the furniture and allied lines, is mailed to all sub- 
scribers. This tracer sheet requests their exeperiences with concerns 
selected for current investigation because of some unusual circumstance. 
A creditor may report the manner in which bills are being paid in one of 
seven different columns on this sheet, depending upon whether the debtor 
is discounting his bills or paying promptly, slowly, or on C.B.D. (cash 
before delivery) terms. Eleven other codes are used to describe customers, 
such as “concern takes discounts in violation of terms,” “troublesome 
account,” “first order,” or “settles with trade acceptances.” A summary 
of the completed trade investigation (see Figure i8) is mailed to all sub- 
scribers who have co-operated by giving their current experiences. The 
summary is distributed two weeks after the names are initially sent out. 

Collection Department.— Uike. most agencies, Lyon also has a Collec- 
tion Department to follow up past-due accounts for subscribers. Dun & 
Bradstreet, Inc., and the National Credit Office, Inc., do not use collection 
information in their credit reports. Lyon Furniture Mercantile Agency, 
on the other hand, does use the information that comes through its Col- 
lection Department. In fact, a special section of the report is devoted to 
collection information. 


The Jewelers Board of Trade 

This is one of the oldest mutual credit services, established in 1873 as 
the Jewelers Mercantile Agency, Ltd. The present style was adopted in 
February 1933, when the Jewelers Board of Trade took over the credit- 
investigating, reporting, collection, -and adjustment activities of the Na- 
tional Jewelers Board of Trade and the Manufacturing Jewelers Board 
of Trade. The enterprise is one of the trade co-operative organizations 
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m which manufacturers, imponers, and wholesalers of jcwclr), watches, 
diamonds, sihenvare, preaous stones, and related articles are members. 
The executive offices, the collection and adjustment services, and d'c 
credit-reporting headquarters are located in Pro\ndence, Rhode Island 
Branch offices are maintained in New York Gt}% Chicago, and San Fran- 


Figure i8 Section of a “Result of Tracer*’ Sheet Used by Lyon Farmuirt 
Mercanate Agency 




LYON WEEKLY INTERCHANGE OF TRADE EXPERIENCE 

RESULT" of “TRACER” No.23 





The chief function of the Jewelers Board of Trade is the compuauon 
and recordmg of cssen-^ al credit data for the confidential use of members 
on all concerns, wholesalers, imponers, and retaflers that manufacture 
or handle the lines of '’icrchandisc m the preceding paragraph. The mem- 
bers contnbute quarterly dues to the support of the associaoon. 

Credit reports containing the antecedent business history of the officcis 
and owners, financial statements, and ledger facts showing the manner 
in which trade obligations are met, are prepared on members as well as 
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on non-members. Investigations from which credit reports are compiled 
are made by full-time employees and part-time correspondents. 

To supplement the credit reports, a rating book, 814 by 5 14 inches 
and 2 inches thick, containing over twelve hundred pages, is published 
semi-annually. This rating book contains approximately forty-four thou- 
sand names, addresses, business classifications, and credit ratings of con- 
cerns active in all branches of the jewelry trade. It is kept up to date by 
the publication of a four-page weekly “Service Bulletin,” which covers 
the following weekly changes in the jewelry trade: 

1. Financial embarrassments classified by name, location, and type of 
enterprise. 

2. Liquidations and changes in controlling interest. 

3. Changes in credit ratings. 

4. A record of fires, robberies, chattel mortgages, etc. 

5. List of individuals whose addresses are wanted. 

A “New Name Bulletin” is issued weekly, containing the names of 
concerns not in the rating book, on which new reports were prepared 
during the preceding week. Credit reports and names in the rating book 
carry credit ratings. As pictured on page 108, the rating key is of the 
same general nature as that of Dun & Bradstreet, Inc. Of the two sections 
of the key, the letter represents estimated capital, and the numeral indi- 
cates credit standing. 

The Jewelers Board of Trade carries on other activities, such as assist- 
ing in the adjustment of financial problems of honest debtors and the 
dissemination of statistics relative to the jewelry industry. A research 
service is maintained to assist merchants in locating sources of supply of 
specific jewelry merchandise. 


Lumberman's Credit Association, Inc. 

This agency was started in 1876 by William Clancy. In 1933 the Lum- 
berman’s Credit Association, Inc., took over its one specialized compet- 
itor, the Lumberman’s Blue Book, Inc., which had been operated by the 
National Lumber Manufacturers Association, a trade association. The 
association provides a credit information and collection service for the 
lumber and woodworking industries. All manufacturers, wholesalers, and 
retailers in the lumber and woodworking trades, numbering approxi- 
mately eighty-five thousand, are covered. Credit reports contain current 
trade information, the latest financial statement available, antecedent in- 
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Figure 19 Raring Key Used by the Jewelers 
Board of Trade 


RATING KEY 


tn estimates of financial re- 
sources, only property, real and 
personal, snbject to eieention, 
or avaiiablo to creditoia, has 
been included 

lit 

2ad 

3rd 

415 






AA 11,000,000 and over 

A 750,000 to 11.000 000 \ 

B 500,000 to 750,000 J 

C 400,000 to 600,000 V 

D 300,000 to 400.000 1 

E 200,000 to 300,000 1 

F 160,000 to 200,000 / 

31 

32 

33 

34 

C lOOOOOto 160,000) 

H 75,000 to 100,000 > 

J SO.OOOto 7S.OOOJ 

41 

42 

^ 43 

44 

K 35.000 to 60,000) 

L 20,000 to 36,000 > 

M 16,000 to 20,000 J 

B1 

1 62 

63 

64 

N 10,000 to 15,000) 

0 6 000 to 10,000 > 

P 4,OOOto O.OOOJ 

1 

1 62 

, 63 

64 

Q 2,000 to 4,000) 

ft 1,000 to 2,000 > 

s oto 1,000 ; 

^ 71 

1 

72 

1 

73 

1 

74 


CRfiOIT iUrCNC ONLY 

Wt«r« «nlr • Cr*4lt Itctinc !• »k«iini. It It Iap»tilb1t l» 



• — In business less than one year. 


THE JEWELERS BOARD OF TRADE 


formation, the names of officers, directors, partners, or proprietors, an 
analysis of the financial statement, a summing-up of the credit risk, and a 
rating. The rating key, which is quite elaborate, is shown on page 109. 
Headquarters are maintained m Chicago, and one branch is in New 
York City. A collection service on delinquent accounts is also provided 
for subscnbers. 

A rating book is published m May and November of each year, and a 
supplement to it appears twice each week. Supplements give notice of 
lawsuits, judgments, fires, creditors* meetings, changes of ownership, re- 
movals, deaths, names of new concerns, changes in rating, and other items 
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Figure 20 Key to Ratings Used by Lumbermen’s Credit 
Association, Inc. 


The service number of the ofBce for xpWch this book Is Issued Is . 


KEY TO RATINGS 

Ezplanobon of Symbols Used in. Tbis Book and the Supplements TTiereto 


STXB0L4 RXPnCSXimKO CSTUCXTTD 

1 KtT wonm 


CohtBA 

1 

OeiotB 

ESmUTtD KtT WOETR 



4A+ 

Over 

31 . 000.000 


6 * 

4A 

37 &O.OOO to 

1,000.000 



3A+ 

BOO.OOO to 

750,000 



SA 

200.000 to 

600,000 


4* 

2A+ 

200,000 to 

300,000 



2A 

125,000 to 

200.000 



1A + 

75,000 to 

125,000 


3* 

lA 

50,000 to 

75.000 



AB 

35,000 to 

60,000 



B 

25,000 to 

35,000 



G 

15,000 to 

25.000 


2* 

BC 

10.000 to 

15.000 



D 

6,000 to 

10.000 



E 

3.000 to 

6.000 



F 

2.000 to 

3,000 



EF 

1.000 to 

2.000 



G 

Less than 

1,000 


L 

Net worth Indeterminable 




1 

Prompt pay 

2 

hledlum pay 

8 

Slow par 

4 

V^cry alow pay 

6 

Mode of payment indefinite. In justice to 
those rated “S'* we suggest that you ob- 
tain our Special Report 


We suggest that you obtain our Special 
Report 

7 

~61)tain our Special Report. 


Because of information just received we 
recommend that you obtain our Special 
Report 

8 

Not rated because investigation was cot 
completed at time of publication. 


A new or reorganised concern cot in busi- 
ness long enough to establish i^e of 
payment 

10 

An operating receivership. 

11 

Not a 1 Reported worthy of confidence 
credit I In handling orders on a corn- 
rating ' mission basis. 

12 

^ot a I Degree of worthiness indeter- 
credit 1 minable In handling orders on 
rating ' a commission basis. 


Mode of payment retin^ assifned by ns arc based on osr knowledge of the way LUMBER aeeotmta 
are taken care of. It Is a known fact that cement Inrolees and nose others art nearly always dla> 
counted or paid promptly* eren though LUMBER tsToIces my be allowed to nm past due. 


6 * 

4* 

8 * 

2 * 

1* 


At times ctrt^a &tors make it impossibU to’estimate net wonh wlihia 
the limib of s single ratioy I& column 2 of the Eey. In coltnon 1 art 
Star (*) ratings which provide a means of express^ an estimated net 
worth 'tHthla the combined limits of several ratings In colomn 2. Ter 
example — a concern rated 3* Is estimated to have a net worth somewhere 
between $35,000 and 1125,000. 


(Br of) 

It « CkBi« Sm priaM Mov it "(fir aC )'* U D«au tSrt tSc 6iinj:r«« vperitrC U 

thit BAo« ii a part (brtael) «f tic bodauf to vhltb **(6r of )*' rtfen, tad Ut 

credit 19 IdcsticiL 

(Purch dept at) 

It k Bime hu priBted below U " Sept at )" It Eictac Uat U« prlaeipAl por- 

el>tm uc tB«4e at llo cfflee «t tie aasaraftned to )**» 

tie credit IS Ideatleal aalcoe tic cysbol it priated after tic aaaa. 

X 

Till cTDbol Jait at tic rad of a aaaa neaaa tiat Ua mdit la NOT IdeaUeal vlti tUt 
®f tic a*B*» referred to Vr •‘(Porei dept at t”. 


LUHBOUIErrs CREWT ASSOCIATION 1N& 


of current interest. The rating book is a comprehensive directory of con- 
cerns in all branches of the lumber and woodworking industries in the 
United States and the Prairie Provinces of Canada. The volume is 1 1 by 
8 % inches and z Vz inches thick. 


The Produce Reporter Company 

The Produce Reporter Company, organized in 1901 to provide spe- 
cialized credit service for the fresh fruit and vegetables industry, pub- 
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hshes the Blue Book which lists and rates all commercial handlen of 

such commodities. ‘ Moral responsibili^ or integn^ abilitj “X” ratings, 

indicates the degree of trading confidence reponed, as well as the ‘paj” 

record 

Pcnshable commodities arc subject to hazards afFectmg their qualin 
and condition in growing harvesting, packing, processmg, and trans- 
portation Markets are subject to considerable pnee fluctuation. The 
greater portion of the produce business is done on the telephone, making 
wntten contracts or agreements impracocable, so the trading hazard 
substantial Bujer, seller, and broker extend credit confidence to each 
other in ever) transaction The degree to w hich each respects his obli- 
ganon to trade fairl) and honestly and to fulfill his agreements m both 
letter and spint establishes his “moral responsibilitj or credit repu 
taaon Integntj and abiiiu are its chief components Confidential reports 
are available m written form but arc chiefly supplied by telephone 

Blue Book ratings are described as ‘ five point” ratings These are rep- 
resented b) ( I ) the ‘ classificaaon or nature of busmess (with the ni 
It nozmalh entails), (2) annual volume handled in carlots or cailot 
equu’alents, (3) commodities in which a busmess speaalizes (the handling 
of some of which entails special risks), (4) estimated financul credit 
worth, and (5) moral responsibibtv credit rating Pa) mg record is taken 
mto account m the moral responsibiljt) , or 'X,” rating 

The hstmgs of manv busmesses contam descnpme facts which report 
the particulars of their operations, faaliaes, and services A ‘Bank for 
Drafts, ’ which is named, is the concern’s own bank which can effectively 
handle perishable food draft collection items. 

The Blue Book is published senu-annuaU\ on April i and October i 
WeekI) credit-sheet changes, consolidated mto a monthl) supplement of 
accumulated changes, keep members informed of all changes of credit 
significance TTic Blue Book Shippers Directory” lists the names of all 
shipper-sellers for read) reference to meet the demands of changing 
suppl) and demand situaoons. 

A truck brokers section lists and rates, as to dependabili^, truck 
brokers now serving the mdustr> , w hich uses truck transportation on the 
greater portion of its shipments A weekly “Exchange Bullctui’ is a 
classified advertising medium, containmg editorial material on credits 
and other items of importance to the produce trade, and is supplied to 
all subscribers The headquarters of the Produce Reporter Compan) are 
m \Vheaton (suburban Oucago), lllmois, and offices are mamtained m 
New York Gt) and Los Angeles 



Figure 2 1 Key to numerals used in Ratings by the Produce Reporter Co. 


When «ie»e numerelj eppear in «ie "X” Rating Colnmn tiiey are fo be itrferpfefeti at below. Do nof confine 
tiiem witii fbe numeraU befwean tiie "Ctaurtication** and tiie "Commodities", which refer to vohtme In eartots; or 
btfora *'M," wluch incGcafot fiMndftJ crtdH vrortfu 


1 ReporUd ahortacv or OT«rdr«Xt cot rofcadod. 

2 Reported brokerare dot and copals 

t Reported bu coUeeted bet has apparenUr tailed to 
remit. 

4 Reported slow to par claim. 

< Reported allowance reaaeeted. or dedoetlon made 
without acthorltra apparenUr for inenCleient or 
technical reaeona 

7 Reported aUpment did not hold oct aa to wclcht, or 
oonnt. 

I Reported nerloct fomlahlng documents prorlnc 

loadlnr. 

10 Reported careless or Inexperienced loader. 

11 Reported “caneeUed" because could bur cheaper. 

12 Reported inroiee unpaid; claim lor allowance reported 

not luUr supported. 

It Reported adjustment requeated lor alleced failure 
merehandlae fnlllll speeifleationa althouch mer> 
cbandlM seems equal to qualltr claimed porebased. 
14 Repcrt^^romlae of protection, or allowance, sot 

It Reported failed to ship when maricet adraneed after 
order was accepted. 

If Reported shipment on ^Ucoeptanee final*' contract did 
not meet its specific warranUea 
It Reiwrted ordered roods shipped which were parUr 
sold^wltboot so adrlslng seller. 

24 Reported weak on adjuitments. 

SI Reported has made partial or Inatallmcat remittance 
on a due or past due account. 

17 Reported slow par. 

tt Reported delay in aeeounUnr and/or remlttlcr on 
eeneicned merehandlae. 

21 Reported slowxmes In parment of draft, or drafta. 
si Reported has sbipplnr afflUaUon or afflliatlons. 

21 Reported has brokerage afflllatlon or aflUtatlona. 

St Reported **Kleker** or "Refuser.** 

Si Reported has delared parment while allowing ear or 
can to remain unloaded, 

16 Repertsd has recelrlng, Jobbing or brokerage aaUa> 

tJon or affiliations. 

II Reported orerquotes the market to get conatgnmente. 

17 Reported hare tendered, or Issued, one or more post 

dated ebecka. 

It Reported cheek, or accepted draft, retonied unpaid, 
tt Reported le repreeeotatire et^oee or more "Salee 
▲genelcs" or "Dtetnbutors. and as also doing 
bualnese under ibelr namta 

40 Reported are affiliated with one or more firms or In* 

dlTlduals In same line of bustnesa. 

<1 Reported complaining of quality of stock, or short- 
age end makes or forces reductloo of draft 

45 Reported made claim "Uoeultable shipping cUnditloa** 

OB car purchased FOB which met contract grade 
at shipping point s>er goTernment inspection cer- 
Ufleste. 

46 Reported has retail affiliaUon or afiUlatlons. 

41 Reported check, accepted draft, or note protested or 

returned for Jsck of sofficlcnt funds. 

47 Reported "cash" terms appear deslrabla 

62 Reported as apparenUy unjustlflablf rejecting. 

6t Reported refusing shipment or cancelUxig order on 
market deellna 

54 Reported cancelled order after shipment was made. 

61 Reported appear to be buying beyond their needs. 

6f Reported soliciting conslgumcats without regard to 
shippers’ Interests. 

10 Reported trade standing not yet sufflcieoUy estab- 

lished to write a definite rating (usually new firm). 

II Rejwrtsd czacUng under afirsrae market eondlUona 

11 Late financial information makee It difficult to write 

a definite rating, although moral standing appears 
to b« refiected by the rating assigned. 

II Reported has Tlolated contract. 

14 Reported nslng Trading Uembershlp Beal and are not 
entitled to do so. 

16 Financial statement received. 

If Reported can get no reply to letters. 

17 Falls to comply with request for financial statsmenh 

18 informstJon as applied to financial condition as wsU 

as reports from the trade confusing, making It im- 
possible to write an unqualified rating. 

It Reported prerlous report should be revised to reside 

70 Change Fhoce Number to re ad— 

71 Following Is change in, or addition to, Descriptive 

Facts— 

Tt Following descriptive facts supplement present Blue 
BoolEustlng— 

76 Under Investigation, result wrlll be reported later. 

71 Under relnvestlgatlon. reexilt wlU be reported later. 

71 Reported VERT IMPORTANT, only dlscloeed In ape- 
clal mall report. 

80 Reported trading confidence In this branch Is different 

from that of Beadquartera. 

81 Reported Indicted. 

88 Reported Indictment closed — — . 

88 Confidential report presenta detailed facts of contin- 
gent situations. Rating reflects current trade re- 
porta 

14 Reported discharge in bankruptcy approved. 

16 If interested, a special report will be funlsfaed upon 
request. 


81 Difficult to write an unqualified rating. If Interested 
a detailed special report will be fnmlsbed upon 
request 

87 Reported recently commenced bustnesa. 

88 Reported out of bustnesa. 
if Dtsooatlnued here. 

80 Reported asking general extension. 

81 Reported granted general extension. 

88 Reported granted temporajy cxtenslcm by oo* or mere 
eraditera. 

88 Reported sned. 

84 Reported sold out, or selling eel. 

86 Reported askinr temporary extessloa of one or more, 
ff Rei>orted partnership dissolved 

87 Reported chattel mortgage given. 

88 Reported resl estate mortgage glTtn. 

88 Sueceeded by 

100 Reported filed petition for reorganliatlon. 

101 Reported left town. 

102 Reported no property within reach of the law. 

108 Reported deceased. 

104 Reported offering to eompremise. 
tOS Reported damaged by firs. 

lOf Reported voluntary petition in bankruptcy filed. 

107 Reported InvoluBtary petition In bankrupt^ filed. 

108 Reported liquidating. 

108 Reported business is In hands of creditors. 

tIO Reported InaelveaL 

111 Reported compromised with creditors. 

Ill Reported petitloe in bankruptoy filed. 

Ill Reported suspended operations; ebUgatloas reported 
not fully liQUldatc^ 

114 Reported assigned. 

116 Reported receiver appointed 
lit Reported receiver applied for. 

11? Reported attachment filed. 

lit Reported using Membership Beal; not enUtled to IL 
118 Reported Judgment taken against them. 

120 Reported domed by execution. 

121 Reported Involved. 

122 Reported bars held meeting of crsdltors. 

118 Reported called meeting of ersdltonL 

124 Ratiag suspended pending a relnvestlgatlon. 

126 Reported violated Produce Agency Aot. 

127 Reported Federal Trade Commission complaint al- 

leges rlolatloa Roblnson-Patman Act Hearing data. 

128 Refused to submit a financial statement 
128 Reported corporation dissolved. 

180 Claim based on these allegations has been placed In 
our *<*«-d * i amounting to I..,,..,.. 

Ill A cldm has been placed in our for alleged defi- 

cit on consigned cars alleged dot and unpaid 
amounting to 
188 Rating wlthdrswB. 

188 Trading membership withdrawn. 

Ill A report or claim bas been submitted sUeglag failure 
to fulfill contract 

186 Subeerfbers will please report their experiences, favor- 

able or onfaverablt. 

Ill Combination of parties formerly rated dlffersnUy. 

187 A claim bas been plseed la our bands for alXegsd un- 

JustlAsblt or uasuthorUed deduction from Involee 
amounting to I ....... .. 

188 Reported refuses to arbitrate. 

188 A claim has been placed to our hands for alleged loas 
caused b7 alleged unjustified rejection. 

110 Claim placed with us for eellecUon ameuatlng to 
8 has beeu settled. 

141 A Claim has been placed in our bands for brokerage 

alleged due and unpaid amounting to 6... 

148 A olalm agalnat him or them has been planed In our 
hands for alleged past due balanoe amounting to 


144 Reported no definite estimate as to worth. 

146 A claim against him or them has been placed in our 

hands amooatlug to I 

141 Reported that one or mors of parties Interestsd wert 
associated with a buslnesa which experieneed finan- 
cial dlfficnlttes prior to entsrlnr present busin es s ■ 
rating reflects current trade reports. 

147 Hare conflJotlag reports— some Indicate la better than 

rated. 

lit Have conflletlng reports— rating indicates reported 
general experience. 

148 Reported change In management or pelley. Present 

ratiag coTtra reported present policy. 

168 Reported P. A. C. A. license suspended for 

168 Reported F. A. C. A. license revoked 

168 Reported have made remittance of funds xtot reported 
in original acoountlng. 

JS8 Reported crop mortgage filed. 

180 Reported condlUozial sales agreement filed. 

181 Reported chattel mortgage released. 

182 Reported real esuu mortgage released. 


LATEST RATINGS 

Ar* CufftslMd Is ft* W**Uy Cr*<2f th**h 
eMi llesftlr 


USE THEM 
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Fiffurc II Etplanition of Hon to Read Ratings m the Blue Book of the 
^ Produce Reporter Co 
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National Association of Credit Management 

The National Association of Credit Management is a co-operative pro- 
fessional and service association of the mercantile and financial credit 
managers of the country. Organized in 1896, the National Association 
has grown steadily in influence and in size. It undertakes a wide variety 
of cooperative activities for its members and brings them together in an 
annual convention. It publishes yearly a credit manual on commercial 
laws, the Credit Management Handbook^ and an official monthly maga- 
zine, Credit and Finaticial Management. Its fraud prevention department 
investigates and prosecutes perpetrators of commercial fraud. Through 
the National Institute of Credit, courses in credit, banking, business law, 
and merchandising are given in large cities. 

Through an affiliated organization, the Credit Research Foundation, 
Inc., it makes periodic national summaries of accounts receivable and 
carries on research projects in other areas of interest to credit manage- 
ment. Recent reports have included a review and an analysis of data 
processing for the credit department, the formation and development of 
a credit department, and the financing of industrial equipment leases. The 
research and educational affiliate of the National Association of Credit 
Management also conducts three-year graduate schools (for two weeks 
a year) at Stanford University and Dartmouth College, sponsors courses 
for credit executives at thirty-six other colleges and universities, and 
conducts two correspondence courses. The National Association also 
sponsors trade group meetings for the discussion of specific cases of 
credit. Along with these strictly co-operative endeavors, the association 
has developed a modified credit-reporting service and a collection and 
adjustment service. 

Ledger Interchange While specialized agency services have 

been developing and expanding, a second type of credit service under 
the sponsorship of the National Association of Credit Management has 
been made available. This service is concerned solely -with making trade 
investigations. Reports contain only actual facts regarding the relationship 
between buyer and seller. No opinions, summaries, or ratings are provided. 

“Ledger interchange,” as this type of reporting has come to be called, 
is the outgrowth of the recommendation, or “letter of reference,” which 
early in the nineteenth century the new buyer brought with him from 
the West when he came to the Eastern market. The letter explained the 
reputation of the prospective buyer among his business neighbors. Since 
this information was at times misleading, the need arose for an independ- 
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ent and impartial credit service * Out of this situation grew the common 
pracnce of one creditor giving information to another regarding the 
paying record of a mutual account 

Later, organizations known as ‘reference bureaus,” carrying m their 
files the names of creditors of a given customer, were established When 
a member desired credit information, he obtained the names of other 
creditors of the account from his reference bureau and communicated 
^vith them direct for their experience Next came the Credit Interchange 
bureaus, which not only earned a record of the names of creditors of an 
account but also solicited credit information and compiled trade reports 
for their members 

The first Credit Interchange bureaus operated only in a local market 
In 1912 a central bureau was organized in St Louis to enable the local 
bureaus to exchange information In 1919 the National Association of 
Credit Management took o\er the central bureau at St Louis and since 
that time has been the sponsor of the ledger interchange service Fifty 
mne bureaus covering most of the major and minor markets now consn 
tute the National Credit Interchange System All of the fifty nine 
bureaus are oivned, controlled and operated by local members In the 
majority of cases operauons arc earned on under the supervision of the 
local Credit Men’s Association 

Two methods are used in the preparation of reports In 10 per cent of 
the bureaus, pnmanly m major metropolitan areas such as Chicago, Los 
Angeles and New York, the procedure is as follows Upon joining a 
local Credit Interchange Bureau, a business concern files a complete list 
of Its active accounts including COD and cash m-advance customers, 
and those who arc extended regular credit terms This list is then broken 
down by the bureau and recorded under the name of each customer, the 
new member’s interest bemg shoivn by a code number placed on each 
customer’s card Thus, when an inquiry is received on the Clark Grocery 
Company, for example, the card on that name will show the code num 
bers of all bureau members selLng the account Thereupon, these sellers 
may all be canvassed for their current ledger experiences 

When a member asks for information on a customer, the files of his 
local bureau disclose the identity of other creditors m that market, and 
they are canvassed for information When completed, copies of the final 
report are placed m bureaus m all markets in which the customer is 

* a history of the evolution from letters of reference to credit reporting see 
Roy A Foolke The Smews of American Cornmerce (New York Dun & Bradstreet, 
Inc, mi), pp 358-74 
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buying merchandise, as well as the coded identity of other markets 
which had previously reported interest. All known sources are then 
canvassed for their information. The responsibility for compiling the re- 
port rests with the bureau in whose area the subject is located, but all 
information regardless of its point of origin is sent to the zone bureau 
■for compilation of the final report. 

A second method, more recently installed, is now practiced by go per 
cent of the Credit Interchange bureaus. The bureau sends all members a 
daily “Inquiry Sheet” listing all in-zone customer accounts by name and 
address. Thus, the files of the local bureau on all in-zone subjects consti- 
tute a record of all local creditors who participate in the interchange 
and who sell a customer, as well as of other markets in which purchases 
are being made. When a clearance is made, members of all bureaus selling 
the customer under investigation are canvassed for information without 
regard to industry or location. 

An inquiry from a member is answered, first, with a copy of any 
report on file. If that report is less than 120 days old, the inquiry is 
considered answered, unless the member has reason to believe there has 
been a very recent change in the subject’s payment record. If more than 
120 days old, the report bears a stamp reading “Note date— we are re- 
vising.” In a few days the member begins to receive a series of supple- 
mental current reports, as clearances are completed first in the local 
market and then in outside markets. When all markets are heard from, 
which might take several weeks, the member receives a final report 
which combines all the information in the earlier reports. The final report 
thus becomes an up-to-date review of the buying and paying habits of 
a customer with all known creditors who participated in the interchange. 

The report is divided into nine vertical columns. Each horizontal line 
summarizes under these nine headings the actual credit experiences of a 
particular concern with the account in question: 

1 . Business classification 

2. How long sold 

3. Date of last sale 

4. Highest recent credit 

5. Amount owing 

6. Amount past due 

7. Terms of sale 

8. Manner of payment 

9. Comments 

Collection and Adjustment.— The Collection Department of the Na- 
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nonal Assoaanon offers sc\ eral tj pcs of service to its mercantJe mmben 
in collecnng past-doe accounts throughout the country Service charges 
varj with the diiSculaes invohcd in handling specific accounts. The 
Adjustment Bureau takes up where the CoIIecoon Department leaves off 
It investigates accounts that are finanaallj in\ oh ed and assists in w orh.Tg 
out ertension agreements, compromise settlements, and fnendlj liquids 
nons. In the case of receiverships and bankroptaes, the Adjustment 
Bureau uses its efforts to obtain as receiver or trustee an individual from 
wuthm Its own group w ho v, ould best sen e the interests of the creditors. 

AGENCIES REPORTING PRIMARILY ON INDIVIDUALS 

The problems mtohed in mvesagatmg and compiling credit reports 
upon individuals applying for bank loans, business positions, insurance, 
and instalment credit are far different from those mvolvcd m mvesngatm? 
and preparing credit reports upon acove commeraal and mdustnal bus 
ntss enterprises. Local sources of mformanon are generally adequate 
Moreover, credit reporters who handle this ty*pe of mvesagaaon gcnerall) 
do not need the know ledge that can be obtained only by y ears of eipcn 
ence in the oustandmg peculianoes of mdustnes, in the mterpretaooa of 
intncate financial statements, in the debcate balancing of favorable and 
unfavorable faaors m the affairs of manufacturers, importers, exporters, 
motor earners, firunce compames, wholesalers, and retailers. 

A credit report on an indmdual is gcneraDy sent to only one subscriber 
Often no further inquiry is rccewed after an investigation has been made 
and a credit report prepared upon an mdmdual If, howeter, a second 
inquiry is received within two or three months, another invesngatioa 
must be made to \cnfv the fact that the subject is still employed, that 
he lues at the same address, that he has not met with an accident, and 
that he is not disabled or ill In contrast to agenaes covering mercantile 
enterprises speaalizcd agencies m this field must therefore be geared to 
earn a profit on single inquines This ^-pe of service is largely covered 
by tw o organizaaons-the Hooper HoUncs Bureau Inc., and the R«ril 
Credit Company 


The Hooper Holmes Bureau Inc. 

The headquarters of the Hooper Holmes Bureau, Inc., are maintained 
m Morristown New Jersey Branch office are located m 125 important 
cities in the United States and the Dominion of Canada The business was 
established m 1899 under the name of the Hooper Holmes Infomuaon 



SPECIALIZED MERCANTILE AGENCIES 117 

Bureau. In its early days its sole purpose was to act as an information 
clearing house for accident and health insurance companies. This particu- 
lar operation, now known as the Casualty Index, today furnishes pro- 
tective information to life, accident, and health insurance companies. 

In 1912 credit reports were first issued on individuals. This coverage 
of individuals subsequently developed into the principal function of the 
business. Probably 75 to 80 per cent of all reports are prepared on behalf 
of insurance companies desiring credit, moral hazard, and underwriting 
information on individuals who are taking out or increasing some form 
of insurance. The balance of the reports are prepared largely on behalf 
of commercial banks and trust companies; specialized finance companies 
which finance the instalment sales of automobiles, refrigerators, washing 
machines, and similar products; mail order houses; concerns engaged 
principally in selling merchandise on the deferred-payment plan; and 
personnel reports for companies in practically every industry. A newly 
organized Market Research Department handles consumer survey work. 

The wide variety of specialized reports available for all types of busi- 
ness is indicated by the following: Reports are prepared by “inspectors” 
employed on a base salary in the larger cities. At less important points 
inspectors are reimbursed at so much per report. Reports on individuals 
in country towns and hamlets off the beaten path are generally handled 
by correspondents. In this field of credit activity, reports carry no rating. 
Naturally no rating books are published. 

Most of the credit reports prepared by the Hooper-Holmes Bureau, 
Inc., as well as those of the Retail Credit Company described below, are 
known as “questionnaire” reports, in contrast to the “narrative” reports 
of mercantile agencies. The questionnaire report is invariably confined 
to one sheet of paper. The front carries a series of questions to be an- 
swered by the investigator. The Hooper-Holmes report on page 118, 
for example, shows seventeen main questions, with space for the answers 
to the right, separated by horizontal lines. 

Supplemental facts are added at the bottom of the page and on the 
reverse side. In this instance, the information is arranged under three 
headings— “Finances,” “Occupation,” and “Standing”— which round out 
the data gathered by the specific questions in the first part of the report. 


Retail Credit Company 

The only other national agency concentrating in this field of reporting 
on consumers is the Retail Credit Company. Headquarters of this enter- 



Figme 23 Copy of a Hooper Holmes Bureau, Inc^ Individual Credit 
Report 
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prise are maintained in Atlanta, Georgia, and branch offices are located in 
250 other cities in the United States and the Dominion of Canada. In all, 
over fifty-five hundred full-time investigators are stationed in some thir- 
teen hundred cities in the United States, Canada, and Mexico. In addition. 
Retailers Commercial Agency with offices in sixty cities and the Credit 
Bureau of Montreal with three offices in Canada are subsidiaries of this 
organization. 

The business was established in 1 899 in Atlanta to provide an individual 
checking service for local retail merchants. Inquiries, however, began to 
be received from life insurance companies in 1902 for information about 
individuals, and supplying this information, as in the case of the Hooper- 
Holmes Bureau, Inc., gradually became the primary activity of the busi- 
ness. Later, fire and casualty insurance companies and surety companies 
began using these reports for underworking and claim purposes. 

Today the company also provides a wide range of personnel-selection 
services for industry. Reports are used in passing upon the credit of indi- 
viduals and small firms, in underwriting individuals for various types of 
insurance and bonds, in judging insurance claims, and in selecting new 
agents, dealers, salesmen, and representatives. 

Like its principal competitor, the Retail Credit Company has a large 
variety of report forms. These reports vary considerably in order to 
provide information pertinent to the particular type of transaction under 
consideration or of individual involved. The reports, all of the question- 
and-answer type, may be divided into six general groups: 

1. Character and credit information about individuals other than 
farmers. 

2. Character and credit information on farmers. These reports state 
the size of the subject’s farm, whether owned or rented, the type of farm 
(truck, daily, mixed, or specialized crops), and whether the farm is oper- 
ated profitably. 

3. Character and credit information on proprietorships and firms. These 
reports cover the character, ability, finances, and antecedents of principals 
as well as the credit record of the concern. 

4. Delinquent purchase reports, presenting information by which to 
judge the collectibility of past-due accounts. 

5. Personal history reports, presenting information on individuals being 
considered for employment. 

6. Special investigations on unusual situations or transactions beyond 
the scope of the regular reports. Specialized reports are also available for 
determining the payment plans of slow payers. More recently the com- 
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pany has offered a ser\’ice whereby the credit cards of delinquent holders 

could be picked up. 

InvesDgators obtain their information for reports by interviewing 
logical sources of information, such as employers, banks, creditors, and 


Figure 24 Copy of a Retail Credit Company Character Credit Report 
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associates. Reports on individuals tvho live in small and somewhat isolated 
communities are made by part-time investigators. All unfavorable infor- 
mation is confirmed, wherever possible, through records. 

On page 120 is a typical character credit report on a dentist who is 
purchasing dental equipment for $180 on an instalment plan, payable at 
S15 per month. The principal information is given at the right-hand side 
of the report in answer to twenty-three questions covering the major 
headings of identity, employment, finances, character. Following these 
questions and answers, a narrative section covers the credit record of the 
individual, based on a trade investigation, business history, prospects, and 
property owned. 

In this particular report, the trade investigation through three creditors 
indicates that the individual is slow or unsatisfactory in payments although 
he has paid off, as agreed, a small bank loan. His financial difficulties are 
e.xplained in the paragraph on business by the fact that his practice has 
declined steadily for three years, due to habits that are unacceptable to 
patients. The paragraph on property indicates that he has a small equity 
in a house that he is purchasing and still owes a small amount on some 
office equipment; otherwise, his wealth consists only of furniture and 
personal property. 

Inquiries are answered only with current reports. Supplementary file 
information is used to strengthen the background of reports, but a funda- 
mental principle of the service is to report the status of an individual or 
a firm as of the day the report is edited. 

AGENCIES THAT MAKE SPECIAL INVESTIGATIONS 

The two groups of agencies that we have already considered cover cer- 
tain definite fields: the mercantile agencies primarily investigate and pre- 
pare credit reports upon concerns, whether they are proprietorships, 
co-partnerships, corporations, common law trusts, or associations oper- 
ating actual commercial or industrial business enterprises; while the special- 
ized “personnel” agencies investigate and prepare credit reports on the 
moral and financial responsibilities of individuals who are taking out some 
kind of insurance, seeking credit from a banking institution or for the 
purchase of some product on the deferred payment plan, seeking employ- 
ment, or owing on past-due accounts. 

A third group of agencies is engaged in the preparation of credit reports 
on both individuals and all types of concern, including actual commercial 
and industrial business enterprises, law firms, accounting firms, investment 
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counselors, investment bankers, brokers, and the thousands of individuals 
who make a living legitimately and illegitimately on the fringe of the 
financial world The reports prepared by these agencies are of an intimate 
nature and are often used by subscnbers to the first two groups Three 
well known agencies handle work of this character Proudfoot’s Com 
mercial Agency, Inc , and Bishop’s Service, Inc , both located m New 
York City, and Hill’s Reports, Inc , m Chicago 

Proudfoot s Commercial Agency Inc 

This enterprise was organized m 1900 by Louis A Proudfoot, a New 
York attorney Proudfoot knew so much about people of prominence and 
notoriety that other lawyers sought his opinion about more or less well 
Imown characters In 1900 he supplemented his personal knowledge by 
starting a card index of all judgments and bankruptcies m New York 
County and of clippings from New \ork newspapers regarding the ques 
tionable antecedents and activities of individuals whose names found their 
way into print This service was initially developed m behalf of other 
lawyers 

Special comprehensive and confidential reports in the form of letters 
are now prepared on individuals, partnerships, corporations, or associations 
in almost every line of business or service m the United States for the 
purpose of aiding clients in forming an opinion as to the desirability of 
the extension of credit or other courtesies An inquiry might be about a 
business enterprise, the responsibility of an individual who is seeking em 
ployment or membership in a stock exchange or a country club, the 
history and reputation of an accountant in behalf of a corporation that 
is changing its auditors or of a banker who has been offered the account- 
ant’s audit by one of his borrowing accounts, it might be about an indi 
vidual who is being considered as a potential official or director of a 
corporation or a Wall Street investment dealer in behalf of a concern 
whose securities are traded m the market While the scope of Proudfoot s 
service is extremely wide, it is flexible and lends itself to confidential 
inquiries with discreuon 

Reports on individuals, no matter why the inquiry is made, cover age, 
place of birth, home life, extent of education, business activity, and dates 
of former business connections and club memberships Suits, judgments, 
bankruptcies, and criminal record (if found) are recorded Then follow 
comments on past record, finanaal responsibility, and method of paying 
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bills, bank and other credit information, integrity, moral standing, and 
business reputation. Similar comprehensive information is obtained on 
partnerships, corporations, associations, and professional firms. 

The index of suits, judgments, and bankruptcies now consists of millions 
of 3-by-5-inch cards. Reports are rendered to concerns and firms in all 
lines of business and service activity and to many commercial banks, trust 
companies, investment bankers, security dealers, and stock brokers, as an 
agent under an agreement that the information requested is for the use of 
the client and shall be strictly confidential. 

Since these reports are ‘made for the client’s specific need, it is essential, 
in placing such an order, to disclose the full reason for the investigation, 
so that the report may be pointed in the right direction and supply the 
answers to the particular problem. 

Bishop's Service, inc. 

This agency was established in 1897 in New York City. Operations are 
confined largely to investigating and preparing credit reports upon indi- 
viduals, firms, corporations, associations, and syndicates with headquarters 
in the financial district of New York City. No branches have ever been 
operated. 

The business initially was organized to investigate the moral and finan- 
cial background of individuals and concerns in the banking, investment, 
and brokerage fields. Reports were gradually developed to contain ante- 
cedent information, opinions of outside authorities, and investigations with 
banks of accounts. Investigations are made of individuals and concerns 
of prominence and high esteem, as weU as of those of questionable 
integrity. 

Reports of Proudfoot’s Commercial Agency, Inc., and Bishop’s Service, 
Inc., are prepared in letter form and contain neither ratings nor summaries. 
The subscriber is free to draw his own conclusions after carefully perusing 
the detailed information. Probably 75 per cent of the subscribers to these 
services are commercial banks, trust companies, investment bankers, 
brokers, and others who make their offices in the financial district of New 
York City. The remaining 25 per cent are commercial and indu^al 
houses, lawyers, and accountants, a moderate percentage of whom are 
located in other cities. 

As in the case of most mercantile agencies, service is rendered on a 
yearly fee basis. This fee entitles the subscriber to make a certain number 
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of mqmnes each ) ear In the particular case of Bishop’s Service, Inc, the 
service fee, however, also entitles the subscnber to the unlimited use of 
information already m the files 

H Us Reports Inc 

This business vv as organized m 1895 for the primary purpose of furnish- 
ing reports on individuals to members of the Chicago Board of Trade 
La Salle Street in Chicago is the largest finance and monej market in the 
country outside of New \ork Gt), and m view of its importance there 
naturally gravitate to it individuals of vvidel) different moral and financial 
responsibilit) Hill s keeps records files and clippings and prepares repom 
on individuals and concerns for the use of those active in the Chicago 
financial distnct, just as Proudfoot s and Bishop’s do in New \ ork 

This t)pe of reporting has continued to be an important part of the 
servnce During recent jears, however, man) supplemental^ fields have 
been entered, including credit reports on mdividuals The service is sup- 
ported pnmanJ) by Chicago commercial banks and trust companies, 
securities houses, hotels and insurance companies 

Reports are in a narrativ e form, emphasizing the school record, business 
history, moral responsibilit) and means of the subject When corporations 
or business concerns are inv esiigated, reports also contain bank and tnde 
opinions and, w hen available, a finanaal statement Reports cart) a sum- 
mary but no rating 


SUPPLEMENTARY SERVICES 

Fmall), three service orgaruzaoons furnish financial mformaoon which 
aids m the anal) sis and dcterimnation of the responsibilit) of certain larger 
credit risks Two of these services were developed as aids to investment 
anal)’sis, while the last operates m the highly specialized field of insur 
ance The) are Mood) s Investors Service, Inc, Standard & Poor’s Cor 
poration, and Alfred M Best Compan), Inc 
The acGv ities of each of these three scrv ices hav e been built around the 
pnmai) task of furnishing a senes of pnnted v olumes or manuals, to sub- 
scribers ) earl) The volumes published b) the first tvv o sen ices contain 
data on the financul condition, earning record, names of officers and 
directors, history of the business, descnptions of outstanding funded obli 
gaoons and of outstanding capital sccunties, and market pnees of these 
secunties over a penod of )ears These and similar supplementar) data 
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are furnished on industrial corporations, public utilities, railroads, banks, 
specialized finance companies, investment trusts, governments, and munici- 
palities that have securities in the hands of the American public. Similar 
information is contained in Best’s manuals on all insurance underwrit- 
ing organizations, whether or not they have capital stock in the hands of 
the public. 

Estimates of the number of units that come under these classifications 
vary greatly. The important units in each of the first four of the following 
divisions are listed or traded on the various stock exchanges in the country, 
while the important units among the banks and financial organizations, 
states, and subdivisions are largely dealt in over the counter. The insurance 
institutions, many of which are mutuals, are those licensed to operate in 
the United States (see Figure 25). 


Figure 25 Classification of Institutions Having Securities Outstanding 
with a Fairly Active Market 


Classification 


Estimated Number 


Industrial Corporations 3, 600 

Public Utility Corporations 1, 300 

Railroads 300 

Foreign Government and Subdivisions 400 

Insurance Companies 4, 000* 

Banks and Financial Organizations 1,000 

States and Subdivisions 5,000 


* The approximate number in existence. Approximately three hundred and twenty 
have stocks in the hands of the public which are largely traded in over the counter. 


Of these seven divisions, the first is of greatest interest to the bank credit 
department. These thirty-six hundred corporations are the largest business 
concerns that, sometime in the process of expansion, went to the public 
for funds. The information compiled by the investment services on these 
corporations is at times of material supplementary value to credit depart- 
ments. To some extent, the same is true of data on public utilities, rail- 
roads, stock insurance companies, investment trusts, and other financial 
organizations, especially where the bank credit department has oversight 
over loans against securities and assists in determining the investment 
policies of the bank. The only available exact data regarding the number 
of corporations with securities widely held by the public^ are the follow- 

“ This subject has been given considerable attention in recent years by the staff of 
the Securities and Exchange Commission. The twenty-fifth Annual Report of the 
commission for the fiscal year ending June 30, 1959, (p. 61) had the following to say 
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mg New York Stock Exchange and Amencan Stock Exchange figures 

, j ( 1 1 5 are foreign issuers) have stocks and/ or bonds listed on the New 

reeirdma the noniber of tssum and Aar seconnes on exchanges “As of June jo_ 
19 j 9. a total of 1^36 tssoas had 3^08 clasas of sectmoes Iisred and regtrend on 
nanonal seconaes exchanges, of which lAj* classified as stocks and 1,177 « 

bonds. 1,194 issoers had 1,511 stock issues and 1,124 issues listed and regnt^ 
0*1 Ae Vew \ ork Stock Exchange- Thus, 58 percent of Ae issuers, 57 pe rcent of the 
stock Bsces and 6$ percent of 5 ie bond issues were on Ae New Toik Stock Ex 
change.” The Rep(rrt (pp. 66-8) Aea gxre Ae foUowing picture of Ae earenr of 
Ae over-Ae-counte’ rroile' b) different types of corporanons “Somewhat over 
■w domestic banks have shocks wiA 300 or more reported holders which are not oa 
anv stock exchange Practicallv all are common stocks. Their aggregare market vah- 
on December 3i,'^i958, was about $15 biUion, which was close to 10 percent of Ae 
Jiyy bilLoa assets on Aat date of Ae Bsmng banks. The correspondrog market value 
of bank stocks on stock exchanges aggregated about 5237 n^on for 24 Bsues. Aboct 
joo demesne insurance companies have stocks wiA 300 or more reported holden 
which are oot on an\ stock exdiange Vearit all are common stocks. The agg r e ga ' t 
tMiket value of Aeir quored stocks on December 31. 19,8, was about $ii 5 blbon, 
which was dose to 40 percent of Acir $19 bilbon assets on that date. The com 
ending value of insurance stocks on stock exchanges aggregated about $ijS KlSoa 
for iTBSues of 16 tssuers. About 500 tssuers are registered under Ae Invtsonect 
Company Act of 1940, and Aeir aggregate assets are about $20 billion. Oa Deecadw 
31, i 9}8 39 of these tssuers, wiA about Sz.2 billjon net asset value, had stocks oa 
sajck exchanges wiA about $1.9 bOlion aggregate market value. Over-Ae-comser 
market or redempaon values of Ae remaimne esuers sectmoes would beu a dose 
eo r respoadeoce to Aeir appromnare $i“.8 bifiioa net asset value About s,yoo addh 
omul dor^esQc mdostml, udht). and imscellaseous tssuers have stocks 300 or 
more reported holders wheb are not on any stock exchange The aggregate maAet 
value on December 31, i9}8, of Aeir sham w-as about $325 bLUTon. Aboct Ji.j 
biHioa coosired of preferred rocks The $30 bilbon common stocks were of eoo- 
pames wiA aggregate assets of about $39 billion on that date Xearl) all widelv*held 
railroad smeb and a preponderance of widely -held utility and mdusoial stocks ar* 
on exchanges.” The Report Aen sammanzed “In all, some 3,500 domestic corporaa 
tssuers (excluding registered mvestmeot compao-es) have stocks wnh 300 or more 
reported holders which are not on any stock exchange, and whose aggregate marltt 
value on December 31, 1958 was approxunately $59 bilbon. The assets of Ae Hsueo 
havu^ over Ac-counter common stocks aggregated about $223 bilbon on that date, 
of winch nearlv 70 percen' (Jiyy biDion) wus of banks As in case of issuers havag 
secunnes on stock exchanges, Ae number of such issuers of over Ae-counrer stocks 
has Dor changed gread^ m recent years. The constant adAnons are substannalh 
tnSec 6j Atss^ cmtragA new fisongs on sroci exchanges, mergers, safe of xsseo; 
bquidanons and redacoon m nurrber of Aireholders m some instances. Share ptwe 
cl^ges have kept pace wiA Aose of stocks oa stock exchanges. Aggregate share 
values of $238.8 billion on stock exchanges on December 31, 1955, were aboct 53 
ernes Ae $45 bdhon ovcr-Ae-couarer rames as computed for Aar date in our 
Armul i?eport (i9}6) and Ac $312 7 bilbon stock exchange values on December 3’. 
1958, were similarly about 3 3 tunes Ac $59 bilbon ovcr-Ae-counter values as above 
computed. 

“The domestic over Ae-counter stock values of $39 bflhon, as compered above, 
included $15 bilbon of stocks of banks, which leport to Aeir own regulators agencies. 
Of Ac $44 billion of oAer stock values, about $14 bilbon, or over 50 percent, were 
of isuers reporting to Ae Commission piusuant to requirements of Ae SecuntKS 
Exch a n ge Act of 1934- The $24 billion mcluded about $’07 biAon stocks of 
demesne issuers reporting under secnon 15(d) of Ae 1934 Act, by reason of rgs* 
traaons of secunnes for pubbe sale, and about $3 3 bilbon over Ae-counter stods 
of tssuers reporting because Aej have oAer securities listed on registered exchaagts- 
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York Stock Exchange;^ 964 have stocks or bonds listed or traded in on 
the American Stock Exchange.^ 

Listing or trading® privileges on an exchange are not necessarily an 
indication that the enterprise is a sound credit risk. Corporations whose 
securities are listed or traded on these exchanges as well as others fail, 
reorganize, merge, consolidate, or liquidate, just as do smaller concerns 
where control is closely held. 


Moody's Investors Service, Inc. 

John Moody, the founder of this concern, published his first compila- 
tion of financial and statistical information in 1900. Subsequently this 
“Encyclopedia of Investments” was extended into five separate volumes 
covering: industrials; public utilities; transportation companies; govem- 

■* December 31, 1961. 

December 31, 1961. 

® Securities that may be purchased on the American Stock Exchange, unlike those 
on the New York Stock Exchange, fall into two groups: (a) listed and (b) unlisted. 
All securities on the New York Stock Exchange are listed. (From 1885 to 1910 the 
New York Stock Exchange had an unlisted department where new industrial issues 
were admitted for trading. See John T. Flynn, Security Speculation (New York: 
Harcourr, Brace & Co., 1934], p. 22.) The securities listed on the American Stock 
Exchange are so designated because the operating managements of these corporations 
applied for listing, furnished information to the exchange, and fulfilled all “Require- 
ments for Listing Applications.” TTie information required for listing is comprehen- 
sive, including comparative balance sheets and operating accounts, copies of docu- 
ments relevant to the issue to be listed, incorporation details with all changes to date, 
the date and place of annual stockholders’ meeting, brief physical description of 
properties, details of funded debt if any, list of subsidiary companies, and, finally, a 
tabulated list of all cash and stock dividends paid on all classes of stock from the 
initial payment to the date of application. Information in such detail, however, is 
not required from corporations whose securities are traded in but not listed. Such 
issues previously had been traded in over-the-counter or listed on some other ex- 
change, and had a sufficient number of stockholders, in the opinion of the exchange, 
to constitute an adequate public marlcet. In practically all such cases some informa- 
tion is available regarding the record and financial condition of the corporation in 
the well-known manuals. In addition, the exchange has access to all information 
published, which it maintains in files available to the public. The Securities Exchange 
Act of 1934, however, in addition to requiring the registration of all concerns whose 
securities were listed on a national stock exchange, provided for the registration by 
the exchange itself of all securities traded in but not listed, which were admitted 
to trading prior to March i, 1934. This is in contrast to the requirement that the 
management of listed companies had to make application for registration under this 
act. As a result, the present unlisted securities that are traded in on the American 
Stock Exchange represent those that were admitted prior to that date, except in 
isolated instances where, under provisions of Section laF of the act, effective May^ 27, 
1936, new securities have been admitted to unlisted trading under the more rigid 
restrictions imposed by the Securities and Exchange Commission. Stocks and bonds 
of 782 corporations were listed on the American Stock Exchange and stocks and 
bonds of 182 corporations were traded in but not listed, as of December 31, 1961. 
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ments and mumapals, and banks, finance, insurance companies, real esute, 

and m\ estment trusts 

Today each of these five publications is an annual bound volume coa 
tainmg basic descriptions of United States, Canadian, and many foreign 
corporations and mv estment situauons in which there is pubbe investor 
interest, plus mice ueeU) news issues which keep the basic information 
m the bound volumes constantlj up to date Ov cr thirtj thousand corpo- 
rations, finanaal mstituuons and muniapalitics are covered on a regular 
basis For the size and approximate coverage of each v olume see Figure i 6 

Since 1909 Moody’s has also been issumg weekly investment advisor) 
letters on the stock market and the bond market. Moody's Stock Suney 
provides anal)'tical and advisory coverage on approximately seven bun 


Figure 26 Size and Approximate Cov erage of Mood)’s “Encjclopedia 
of Investments” 


No of Units No of Pages No of Pages 
Covered «n Volume >n Twice Weeklies 
Title of Service fapprox ) (approx.) (approx.) 


Industrials 3 

Public Utilities 

Transportation I 

Banks Finance Insurance 
Real Estate and Investment 
Trusts 8 

Municipals b Governments 16 


800 3 240 2 000 

8S0 1 “00 600 

100 1 640 680 

300 1 660 7 30 

700 2 640 600 


dred mdividual stocks An integral part of the Stock Surxey is Moody's 
Handbook of Widely Held Cosmnon Stocks, which is revised four times 
annual!) This volume cov ers ov cr sev en hundred different issues and pro- 
vides subscribers with pnee charts, balance sheet and income statistics, 
and other pertinent data., as well as a characterization of each stock from 
an mv estment point of view Moody's Bond Stmey provides coverage on 
ever) segment of the bond market Both new and outstandmg issues, 
general market opinions, and analv ses of specific situations appear rego 
larlv each w eek. 

Other pubbeatjons include Aloody's Dis.tdend Record and Moody's 
Bond Record, both of a specialized nature Moody's Annual Dividend 
Record is a widel) circulated vear end publication used for income tax 
purposes It covers over eightv five hundred different stocks and bonds. 
Aloody s Advisory Reports are individual analj’ses on some twent) three 
hundred securities w hich the organization’s anal) deal and research depart- 
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ments have under continuous surveillance. These are available only to 
bona fide investors on a subscription basis. 

The management of investment funds is the largest single part of the 
Moody organization’s business. This highly personalized professional serv- 
ice, equivalent to “investment counsel,” is available to both individual and 
institutional investors, including trust funds of all types, pension funds, 
corporations, foundations, endowments, and banks. 

John Moody developed a code of rating symbols to identify the invest- 
ment quality of bonds almost half a century ago, and his system has 
become more widely known and used than any other. Moody^s Bond 
Ratings are the accepted yardstick of investment quality on publicly 
marketed bonds. 

Standard & Poor's Corporation 

This concern is the result of a merger in 1941 of Standard Statistics Co., 
Inc., and Poor’s Publishing Co. Poor’s “History of RaUroads and Canals” 
in i860 was the first manual on corporation securities. 

Among its various publications Standard & Poor’s Corporation publishes 
financial and collateral information daily, weekly, and monthly on corpo- 
rations with securities in the hands of the public. This particular service, 
called Standard Corporatioti Records, consists of seven looseleaf binders. 
The first six contain comprehensive facts: names of ofiicers and directors, 
history and nature of the business, comparative balance sheets, compara- 
tive income statements, provisions of bond issues, details of authorized and 
outstanding stock, number of times interest requirements are earned, earn- 
ings per share on preferred and common stocks, and similar important 
data. The basic descriptions in these six volumes are continuously revised 
as corporation statements are issued, with latest developments included. 
New sections replace the old. The seventh binder is the Daily Corporation 
News. Published five days a week, it provides condensed information that 
appeared in the press or became otherwise available the preceding day. 

Another important credit reference is Poor’s Register of Directors and 
Executives, United States and Canada. Published since 1928, this volume 
of thirty-one hundred pages contains four sections: (i) “Corporation 
Directory”— approximately twenty-five thousand companies with names of 
officers, directors, and other executive personnel; (2) “Individuals”— ap- 
proximately seventy-three thousand names of individual executives, with 
business and residence address, all corporate affiliations, and other personal 
data; (3) “Qassified Industrial Index”; and (4) “Product Index.” 
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Three more recent services designed for banks are the Municipal Bond 
Pncmg Service, Dividend Pimched Card Service, and White's Tax Exempt 
Bond Ratings The first n\o are pnmanly for banks with IBM equipment 
The third is a manual on moniapal bonds Standard & Poor's publishes 
numerous other services used by banks Industry Surveys, Bond Reports, 
Daily Dividend, Semi-Weekly Called Bond Record, Listed and XJnhstti 
Stock Reports, Municipal Bond Selector, and Bond Outlook The com- 
pany also supervises secunoes portfolios of banks 

Alfred M Best Company, Inc 

The two manual-publishing services just described arc fundamentalJj 
investment services The third, Alfred M Best Company, Inc , onlj ina 
dentally serves investors its fundamental activity being in the tutuce of 
credit investigations and analyses m the field of insurance undemnting 
In the late eighteen nineties, the insorance business m the United States 
was disturbed by the sudden mushrooming of “wild cat” and “under 
ground” insurance companies Out of this situaaon, the Alfred M Best 
Company was incorporated in 1899 to invcsogate and prepare reports 
upon the rcbability, financial standing, management, and loss of pa)’ing 
abtlic) of insurance companies of all classes Today headquarters are 
located in New York City, with branch offices in Chicago, Chattanooga, 
Cincinnati, Dallas, Wellesley HiUs, Los Angeles, and Richmond 

There are approximately four thousand underwriting insurance uistini 
tions bcensed to operate m the United States This number includes stock 
mutual, and reaprocal organizations writing fire, casualty, and life insur- 
ance Each of these enterprises is investigated, and the resulting mforma 
tion is made available to subsenbers in the form of reports and services, 
but pnmanly m the form of two manuals Clients consist of banks, trust 
companies, insurance agents, brokers, insurance companies, railroads, 
public utilities, industrial and commercial establishments, and others pur- 
chasing large amounts of insurance 

In addition to the tvi o manuals. Best’s has a number of collateral services 
In all. Best’s issues thirteen annual publications (see Figure 27), supple- 
mented by special reports, four monthly pubbcations and mo weekly 
publications The annual publications are as follows 

Best's Fire and Casualty Insurance Reports is a bound volume, appron 
mately 10 inches high, 7 inches wide, and from \ Vz to 2 inches thick Best's 
Life Insurance Reports is 7^^ inches high, 4J4 inches wide, and i!^ inches 
thick They contain the following extensive informaaon on fire and 
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casualty and on life insurance companies, respectively: recent financial 
statement, history of the business, names of the official management, clas- 
sification of admitted assets, table of underwriting results covering five 
years, financial exhibit comprising the principal ratios used to analyze the 
inherent financial soundness of insurance companies, operating results, 
prices of stocks, transfer agents, dividend rates, types of insurance written. 


Figure 27 Best’s Annual Publications 




No. of Units 

No. of 


Manuals 

Covered 

Pages 

Best's 

Fire and Casualty Insurance Reports* . . . . , 

1,400 

1, 907 

Best's 

Life Insurance Reports* 

900 

2, 300 

2, 211 


Supplementary Annual Publications 


Life Chart of Recommended Companies 256 chart 

Life Underwriters' Guide— Underwriting Practices . . 200 chart 

Insurance Guide with Key Ratings 1, 450 459 

Recommended Insurance Attorneys with Digest of 

Insurance Laws 910 

Directory of Adjusters and Investigations 234 

Digest of Insurance Stocks 120 331 

Aggregates and Averages 137 

Reproduction of Principal Schedules of Casualty and 

Surety Insurance Companies 106 1,213 

Best's Safety-Maintenance Directory 778 

Flitcraft Compend 768 

Flitcraft Settlement Options 704 


* The reports in these two volumes are on the 2,300 larger insurance underwriting 
organizations. The other 1,700 of the approximately 4,000 underwriting insurance 
companies in existence are smaller mutual or co-operative organizations, practically 
all of which confine their activities to a single county or a single city. Some of these 
enterprises have admitted assets of only a few hundred dollars. They are listed 
alphabetically and by states with their (i) total admitted assets, (2) annual premiums 
or assessments, and (3) amount of insurance in force, in the rear of Insurance Guide 
with Key Ratings. 


territory covered, income statement, premiums in force, and types of 
policy written. The supplementary annual publications are utilized largely 
by the various divisions of insurance activity. 

In 1946 Besfs Safety -Maintenance Directory, an encyclopedia of all 
known safety devices, products, and equipment in the fields of safety, first 
aid, hygiene, health conservation, and fire protection, was first published. 
This volume, published biannually, shows the safety products and all of 
the latest improvements; it illustrates the hazard and the remedy; it de- 
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scnbes the need and field of nse of ttch product, and it git es the manu 
facturer of the product and the names and addresses of local dealers and 
distnbutors 

Monthly and Meekly Publications —Three monthlv publications arc 
maffazmes which cover current news and detelopments m the fidds of 
(a) fire and casualt) insurance, (b) life insurance, and (c) safe^ engi- 
neenng Two weeU) publications are mimeograph bulletins, covering 
imm ed i a te developments that affect the standmg of insurance companies. 

Analysis of Statements —Each insurance companj files an elaborate an 
nuai statement with the Insurance Department of each sure m whidi it b 
licensed to operate These statements are prepared as of December 31 
and are pracncall) uniform throughout the Umted States. The) show, n 
order, mcome, disbursements, assets liabilities, and \ anous schedules that 
tie mto the financial statement. Underwriting exhibits and a list of the 
compan)’s securities are among the schedules mcloded 

Financial statements are obtained direct from e\ei) insurance compan), 
submitted to an actuarial department, and then anal\-zed A financial 
a general standmg raemg is assigned on the basis of this anal)'5is. Weigh* 
IS given m the analt'sis to the safen factors of each financial statement, 
which are carefullv scrutinized to determine the soundness, liqmdin, 
diversificanon of assets, )'ie!d, and the rado of real estate and mortage 
mvestments, if an), to total resources No ratmgs arc asagned to new com* 
panics or to those in w hich control has recent!) change^ until four pears 
of operating cxpenence are at aOable 

Service to Bjnfej—Most banking institutions that utilize Best’s fadbnes 
are mterested prunanl) m service on fire msurance compames and casualt) 
insurance companies Best’s protides an annual volume of informanoa on 
ever\ fire casualty, and suret) compan) In addition, the banker is ca 
titled to make requests during the ) ear for up-to-date information on any 
number of insurance companies Tins service is valuable to the mortgage 
and loan departments of banks, as Fire and Casualty Insurance Reports 
enables them to check the reliability of an) fire or casual^ company 
uisurmg properties upon w hich the bank holds the mortgages Trust d" 
paitments handlmg estates are similarly served in checking the soundness 
of insurance companies covering insurable properties of estates 

Reports are also y alnable to loan departments making loans against msnr 
ance stocks. Banking institutions located in Neyy York, Chicago, Boston, 
Philadelphia, San Francisco, Atlanta, and Neiv Orleans not infrequently 
make loans against msurance compan) stocks traded m over the counter 
Best’s insurance pubbcations giie finan cia l and statistical exhibits on insur 
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ance companies, including a complete five-year record of the dividends 
paid by each. Liquidating and intrinsic values are also computed. This 
information is helpful in checking both the reliability of an insurance 
company and the valuation of its outstanding stock. 

Survey of the Investment Manual Publishing Services 

When an annual report of a corporation is received by the three manual- 
publishing services, the balance sheet and the income account are set up in 
vertical columns for comparison with the figures of preceding years. 
The number of times interest is earned and per share earnings are figured; 
officers, directors, and history are verified; and a hand proof of the revised 
information is generally mailed to an official of the corporation for detailed 
verification. No serious effort is made to analyze the inherent financial 
soundness or trend of the corporation from a credit point of view. The 
job is fundamentally one of compilation and condensation. 

Annual corporate reports of large nationally important corporations, 
when not carefully analyzed in complete detail, may not readily reveal the 
real financial condition of the business.''^ No reliable analysis of the financial 
condition or the trend of a business organization can be made without a 
thorough investigation by trained investigators who know where to seek 
the wide array of additional facts needed before putting a business enter- 
prise under the microscope. An audited balance sheet is the place from 
which to start such an investigation and analysis. 

For example, at least nine out of every ten industrial corporations listed 
on the New York Stock Exchange have a series of subsidiary organiza- 
tions. The figures contained in the annual reports are generally headed 
“Consolidated Balance Sheet” and “Consolidated Income Account.” These 
two schedules often represent the sum and substance of available data. 
Rarely is mention made of intercompany loans and sales or of the number, 
business, size, financial condition, or financing of subsidiaries. These facts 
are absolutely necessarj'^ for even a superficial analysis of the inherent 
financial strength of the parent corporation. With the exception of con- 
cerns required to render reports to the Securities and Exchange Commis- 
sion, complete lists of subsidiaries are rarely encountered, and even when 
they are, it is not necessary for managements to give the addresses of 
subsidiaries to the Commission. 

'^This subject is analyzed in some detail in Alden Winthrop, Are You a Stock- 
holder? (New York: Covici Friede, Inc., 1937). See also Benjamin Graham and 
David L. Dodd, Security Analysis (3rd ed.; New York: McGraw-Hill Book Co., 
Inc., 1951), and Roy A. Foulke, Practical Financial Staternent Analysis (5th ed.; New 
York: McGraw-Hill Book Co., Inc^ 1961). 
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Then again, the balance sheets of corporations that are worth miHjoia 
of dollars are somewhat complicated, owing to the fact that minor items 
are grouped together into a limited number of figures No satisfactor) 
analysis is possible w ithout explanations of these grouped items What arc 
they ’ How did they arise^ Why did they change in amount during the 
y ear^ If assets, are they tangible or intangible’ 

The item ‘ Inv estments, for example, is always a deep, dark mystery 
Does It represent investments in stock exchange secunties’ If so, are these 
in\ estments earned at cost or market’ Is the account composed of stocks, 
bonds, or both’ Is any appreciable part of the investment m one security’ 
Is any part treasury stock’ Docs the item represent investments m sub- 
sidianes’ Were any of the securities taken in payment of dobts’ Does any 
part represent stock holdings m any important customers’ Satisfactory 
ans\t ers to these and other vital questions may be obtained by interview 
mg a responsible official of the enterprise 
The real service of the manual publishing compames lies in the con 
\ enient compilauon of data on corporations of general investment mteresL 
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c h a p t e r VI 


description of 

THE BALANCE SHEET 


A LOAN OFFICER MUST UNDERSTAND THE SIGNIFICANCE OF EACH ITEM 

in a balance sheet, and when he meets an item new to his experience, he 
must find out what it represents. New items are not unusual, even for a 
loaning officer who has examined thousands of financial statements, as new 
wordings and new groupings of asset and liabihty items are constan y 
being created by accountants. 

After ascertaining what physical asset a particular item represents, the 
loan officer must go beyond the dollar value to determine the actual value 
of the asset. As indicated in Chapter VIII, this process often leads into a 
maze of fascinadng but quite relevant bypaths, as a particular asset may 
actually be worth more or less than the balance sheet value. Vamtions 
between actual and stated value may result from inherent “ 

current accounting practice, from ignorance of accounting prm p 
from attempts at “window dressing.’ ^ i 

Accountants are concerned primarily with f 
of accounts rather than with the qualitative ana ysis o t e draw 

quendy a skilled banker or a careful financial anal^t may ^raw 

Le Lghtening conclusions from figures than the 
certified L statement and who has every iota of 

the loaning officer of a banking insdtution or a “7 f" 

along without full technical knowledge of aL^ interpret annual 

cedures, he must have the ability to read, y ? 

' See Roy A. Foulke, A Study of finmM Smmient Analysis (5th 

York: Dun & Bradstreet, Inc., 1949) a and 
ed.; New York: McGraw-HiU Book Co., Inc., 1961^ P- 
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repoits to stockholders, auditors* reports, and supplementar\ 6mncial 
statements 


DIVISIONS OF CREDIT INFORMATION 

E^ er) bit of credit information regarding a busmess enterprise maj be 
classified under one of three headmgs w hethcr the concern is a peana^ 
stand on a leased concession on the Atlantic Qty boardwalk with a 
nominal capita! mvestment of a few hundred dollars, or the General 
iMotors Corporation with its capital tnsestmcnt of hundreds of millions of 
dollars and with assets m manj countnes of the world These cattgones 
arc full) as important as each leg on a three legged stool and are empha 
sized throughout this volume 

j Antecedent information, which is the full record of the mdindnals 
assoaated m operatmg a business enterprise, and the record of the bnsi 
ness enterprise itself since incepoon. 

2 Im esagaconal facts, which cover the w^de range of informaocn 
obtained from thorough periodic banJk and trade imcsngaaons. 

3 Financial mformation, which represents available finarcial data- 
When adequate informaaon is available, the analysis ma) cover (a) com- 
parame balance sheets, (b) income statements and supplemental) facts, 
{c) surplus accounts, (d) budgets set up m anoapaaon of future opera 
nons, and (e) trial balances If inadequate, the information ma) be con- 
fined to a rumor or a casual statement that a concern has an approxiiua'c 
tangible net mvestment of 5 > ooo or $50000 or $500,000 

The data obtained under the first two divisions are largcl) matters of 
record and are generally available elsewhere for vcnficauon— and not 
solely b) the management of the concern itself Financial informanon 
obtained enorel) from the management, however, constitutes a direct 
claim by the concern as to its financial condition and is subject to no 
further verification- There arc modifications to this statement when a 
well known independent accountant or firm of accountants vouches for 
the correctness of the figures or w hen a bank, sends its owti accounting 
representame to the concern to draw off a balance sheet or to ven^ 
certain figures As a result, the finanoal mformation must be anal)'zcd 
from a pomt of vnew somew hat different than for the anal)’5is of other 
data, smee the figures in the great majority of cases* are the unconfirmed 

’ Of the active commeraal and mdiistna! busmess enterpnses of the counnj 8i 
per cent have a tangible net wonh of S35/100 or less. NamuaU) verj few of these 
concerns can afford to use the services of independent certified pabbe accoonacts. 
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claim of the operating management of a business enterprise regarding its 
own condition. There is no doubt that many managements are inclined 
to overvalue the assets of their businesses and simultaneously to under- 
value their liabilities. In fact, in the case of many smaller business enter- 
prises, this process seems to be almost instinctive. The reputation for 
honesty and integrity of the active management does, however, have a 
bearing upon the confidence with which one views the figures of a busi- 
ness. This fact is taken up as the first step preparatory to analyzing the 
figures, in Chapter VIII. 

Financial statements from the credit point of view are of five kinds: 
(i) balance sheets; (2) income statements; (3) reconciliation of surplus 
in the case of a corporation, or a reconciliation of the net worth in the 
case of a proprietorship or a partnership; (4) budgets; and (5) trial 
balances. 

The balance sheet is a full list of the assets and liabilities of a business 
enterprise. The income statement is a schedule showing the income and 
the expenses for a certain period of time, generally for one year. The 
reconciliation of surplus or of net worth is a schedule that shows the 
amount of the item at the beginning of a period, credits or debits during 
that period, which are often of a unique, fascinating, and unusual char- 
acter in the case of large corporations, and the final figure, surplus or 
tangible net worth as the case may be, which is shown in the balance 
sheet of the same date. An exploration into, and an understanding of the 
reasons for specific charges to the surplus account often opens up untold 
possibilities under widely varied accounting practices for the manipu- 
lation of profit figures, although less so in recent years. The information 
in each of the first three schedules is complementary. 

A budget is a schedule showing anticipated receipts and disbursements 
for a period of time made on the basis of the reasonable expectancy of a 
certain volume of business. The examination of a budget and how it is met 
gives a banker an insight into the current running operations of a business 
enterprise. This insight is of inestimable value to him in following and 
judging the financial condition of a borrowing account. 

A trial balance, generally furnished between fiscal dates, is a single 
schedule showing income and expenses, assets and liabilities, in one form. 
The trial balance is invaluable to a banker who knows how to interpret 
it for learning what has transpired since the last balance sheet was pre- 
pared. It is, however, a financial statement that few bankers are trained 
to use. 
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Balance Sheet 

Althoagh the balance sheet lists assets and liabilioes, it does not mdicaa 
w hether an enterpnse is malong or losing monc) * This financial statement 
tnerel) indicates the resources and the liabilmcs of a business enterprise r 
a parocular date The attributes of the balance sheet hat e been aptl) d* 
scribed m the following quotation “Should a picnirc of the Twenanh 
Centur^ Lmuted be uben with a camera w ith a ten, fast shutter, a 
photograph of the tram w ould be obtained in a fixed posinon. Bot ths 
picture w ould not com e) to the obsert er a definite idea as to w hether the 
tram w ere moting fonv ard at a high rate of speed, standmg soil, or gong 
backw ard 

In short, the balance sheet is nothing bur a snapshot of the finaacu] 
condmon of a business at a given moment. Often that snapshot rrast be 
exammed w ith a high pow ered magnif) mg glass to ascertain the unper 
fecoons, lirrutations, and difficulties under which the picture was talca 
and the film developed. In some cases the focus was not proper!) adjusted 
and the outlines of the main image are blurred, in other cases ffie picture 
15 de; eloped perfect!) with the clearest possible Imes, perfect highlights, 
and concrastmg shadows 

In-’Ofne Sialement 

The income statement contains the secret of what goes on between 
successive balance sheets This statement shows the amount of metme, 
expenses, and net profit or loss for a period of nme. Sometimes several 
Items arc combined and lose their mdnidual identincs in a profit and los 
account. 'LMicn this is done, definite expense items arc hidden, and the 
image agam is blurred 


Reconciliation of Surplus 

A separate account is often used to reconcile profit, as shown a 
the mcome statement with surplus in the balance sheet The net profit 
IS added to the surplus at the beginning of the period At times nn- 

® &cept a a very general waj by indicam? an increase or a decrease n Ae 
nirplns accoont or in the tangible net worth in successive balance sheets. Even Aese 
flucniations may be the revolt of odier factors than profitable or unprofitable opera- 
oons, such as dividend disburserrcnts, imsccUaneous adjustments made throneh the 
sorplos account, the sale of addinooal stod., and wnre-up or wnte-down o? 
assets. 

*FuTidmenuls of Credit (New Yorl R. G Dun & Co, 19J1), p 30 
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usual items of income are also added, and unusual charges or losses 
and dividends are then deducted. The balance is the surplus at the end 
of the period. An examination of the reconciliation of surplus is essential 
to ascertain the extent and the nature of other charges that are not put 
through the income account. These charges are sometimes so important 
that an accurate picture of the financial condition of a business cannot 
be had without knowledge of them. In the case of proprietorships and 
partnerships, the reconciliation of the tangible net worth, though less im- 
portant, serves the same purpose. 

Budgets 

There are many forms of budget, but of principal interest here is the 
estimated income statement, giving a reasonable expectancy of sales, 
expenses, and income during the next fiscal period. Often the budget is 
reviewed by a banker to determine the prospects of a business and the 
extent to which expenses are being reduced or kept in line. 

Trial Balances 

A trial balance is simply a list of the general ledger balances. Every 
business enterprise that keeps a complete set of books regularly draws off 
a trial balance of its general ledger at the end of each month. The general 
ledger seldom reflects a clear picture of the condition of a business, as 
there is no separation of assets, liabilities, expenses, and income. When the 
items are separated, grouped, and properly interpreted, a trial balance 
does, however, throw light upon the financial condition, the volume of 
sales, and the details of expenses since the previous closing of the books 
with a physical inventory. 

DESCRIPTION OF BALANCE SHEET 

From the point of view of the bank loaning ofiicer or the bank credit 
analyst, the balance sheet is probably the most important and surely the 
most used of these five financial statements. He can easily determine 
whether the financial condition of an enterprise is satisfactory over suc- 
cessive years notwithstanding operating losses if he knows the relationship 
of the various assets and liabilities in the balance sheet and the seasonal 
operations of the business, which indicate whether or not liabilities are 
out of line during the peak of the operating season. Certain operating 
data, particularly final profit or loss and the reconciliation of surplus, are 
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valuable w hen studying the actual current financial strength or w eakness 
of a concern, but are secondary to the necessity of obtaining the most 
recent balance sheet, understanding its make up, and interpreting the 
various items in its assets and liabilities With this in mind, we shall give 
a classificauon and an explanation of the items on the typical balance 
sheet.® 

E\ery balance sheet is divided mto two parts assets and liabilities The 
assets are the aggregate of all tangible and intangible items making up the 
availaole resources the holdings, the po^essions, the wealth of a concern. 
The liabilities are the aggregate of all items that the concern ow es either 
to outside creditors or to its owners The assets and the Labilities must 
alwaj's equal each other, that is the primary principle of double-cntr) 
bookkeepmg, as initiated b) Paciolo in 1494 and as it has come down to 
us without change through the centuries 

Assets 

The assets are readd) and customarily divided into four groups current, 
fixed intangible, and miscellaneous 

Current Assets -These arc assets that arc generally con\erted into cash 
m the normal coune of business operations They consist of (i) cash on 
hand or in the bank (j) government securiaes, (3) marketable stocks and 
bonds when earned not in excess of market and w here the spread between 
the asked and bid pnee is nonnall) narrow, (4) receu ables— accounts, 
notes, drafts and trade acceptances for the sale of merchandise, (5) met 
chandisc, and <6) adsances on merchandise A table of these and of the 
other typical balance sheet items will be found in Figure 39 on pages 193 
to 196 

The Securities and Exchange Commission gives a somewhat more re 
stneted explanation of current assets, but the fact that the explananon is 
not a definition is indicated by the omission of any reference to market 
able securities, although m a succeeding paragraph m its instruction book, 
marketable securities are considered current when the) haie “a read) 
market ” The Securities and Exchange Commission’s explanation of cur 
rent assets reads as follows 

Items classed as current assets shall be generally realizable within one )ear 
How ev er, generall) recognized trade practices may be followed with respect 

For a more exhausm e treatment aod description of balance sheet items, sec Roy 
A FomVe Practical Fmmcul Statement isth ed >.ewAork McGraw Hul 

Book Co Inc., 1961), chap 4 
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to the inclusion of items such as instalment receivables or inventories long in 
process, provided an appropriate explanation of the circumstances is made, 
and, if practicable, an estimate is given of the amount not realizable within one 
year.® 

The item of cash is normally separated into “cash on hand” and “cash in 
bank.” As far as we are concerned, in the interpretation of the balance 
sheet it makes no material difference whether the item is separated or not. 
We assume that the item— unless otherwise noted in the balance sheet, the 
footnotes, or the certificate of the auditor— is cash that can be used at a 
moment’s notice, and that there are no withdrawal restrictions on the cash 
on deposit in banks. If the cash item is relatively large for the size of the 
concern, a careful investigation should be made to see that the account 
does not include postdated checks which might be held in the safe, receipts 
for expenditures, advances to salesmen, I.O.U.’s, or other memoranda. 

Government securities, issued by the Federal government, states, and 
municipalities, are normally regarded as liquid reserves. These investments 
may usually be converted quickly into cash to carry larger inventories 
and larger receivables arising from increased sales, to finance the erection 
of a new plant or an addition to an old one, to purchase controlling 
interest in some other corporation, or to carry on an extensive advertising 
campaign. Government securities are to the business enterprise what paper 
eligible for rediscount is to a member commercial bank or trust company. 
These securities normally show considerable price stability as compared 
to railroad, public utility, or industrial securities, either stocks or bonds. 

However, before such securities are included in the current assets, the 
banker should have a list of them. It may develop that some of the securi- 
ties represent extremely small communities and have no ready market. 
In other cases some securities may be in default. They should not be in- 
cluded in the current assets unless they can be readily liquidated. 

Marketable securities should be carried as current assets only when not 
in excess or market. If, for example, securities costing Si 0,000 have a 
market value of only $2,000 but are still carried at cost, one would naturally 
overestimate the ability of the enterprise to withstand some unusual shock. 
Reports of registrants to the Securities and Exchange Commission must 
indicate the method of valuing investments, and, if this is not based on 
current market prices, the aggregate market value must be stated paren- 
thetically.'^ Balance sheets prepared by certified public accountants or sub- 

® Regulation S-X, Form and Content of Financial Statements, Rules 3-13, 5-02 
(1-8) (Washington, D. C.; Securities and Exchange Commission, Aug. 20, 1958), 

PP- 5 , 9 

’’ Ibid., Rule 5-02-2, p. 9. 
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nutted by prospective borrowers are often as obscure on this point as 
Piccadilly m a London fog In such cases no reliable valuation of asset 
position IS possible without addioonal information 

Accounts, notes, drafts, and trade acceptances may be regarded as cur 
rent assets only when arising from self-Iiquidaung transactions-that is, 
from business transactions normally turned into cash according to the 
customary selling terms All such receivables should be unpledged and 
collectable Adequate reserves should be set up against bad debt losses 
Receivables due from officers, employees, and subsidiary or affiliated con 
cems should be grouped under miscellaneous assets Over the years these 
miscellaneous receivables are least collectible when most needed, since 
adversities affecting a business enterprise are commonly felt by officers, 
associates, and employees This rule of excluding miscellaneous receiv- 
ables from current assets is not universally followed by accountants but 
IS generally observed by expencnced credit analysts Many such receiv- 
ables are created out of a friendly desire to assist some officer, employee, 
subsidiary, or affiliated concern over a rough spot, often with remote 
expectations of collection at maturity In a thorough analysis of receiv- 
ables, the following nine questions should be carefully investigated 

1 What normal terms of sale are used by the concern^ 

2 Do all receivables arise from actual merchandise sales’ 

3 Have all receivables not arising from actual merchandise sales been 
eliminated from the current assets and placed among the miscellaneous 
(slow) assets’ 

4 What receivables are 30, 60, 90, 180 days, or more past due’ 

5 What special selling terms, if any, are offered to subsidiary and 
affihated concerns, and what proportion of total annual sales is made to 
these concerns’ 

6 What amount of receivables, if any, is due from subsidiary or affili 
ated® concerns’ Any such receivables should be eliminated from the 
current assets and placed among the miscellaneous (slow) assets 

7 What amount of receivables is due from one or a very few large 
accounts’ This is important for two reasons (a) to check the individual 
credit responsibilities of important debtors, and (b) to anticipate the effect 

“From a credit viewpoint, an affihated concern is one controlled by the same 
interests as the one under consideration In the case of a parent corporation which 
has direct and indirect subsidiaries in various complicated wyers all concerns in the 
entire group are affiliates of any one corporation m the group The term also includes 
enterprises which have no near or distant corporate relatKinship with each other 
bin in which a controlling stock interest b held fay the <ame individual or group of 
individuals, who may thus set poliacs, someames unsound in one enterprise to assist 
another 
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of bad debt losses on one or more of these accounts. The percentage of 
annual sales and any special terms made to these accounts should be 
ascertained. 

8. What amount is due from each class of trade that is sold? 

9. If different selling terms are used with different products or with dif- 
ferent classes of trade, what amount is due under each set of terms? 

Wheat and cotton are sold for cash, while cotton gray goods in the 
New York textile market are sold substantially but not entirely on ten- 
day net terms. Furniture is often sold to a consumer on a 10 per cent down 
payment, the remainder to be paid in twenty-four equal monthly instal- 
ments. Merchandise obtained under these various terms and likewise the 
receivables created by these sales constitute current assets. In the case of 
manufacturers, it is often desirable to have the inventories broken down 
into raw material, work in process, and finished products, since these ele- 
ments vary in liquidity. A manufacturer of ladies’ coats, with a consider- 
able quantity of finished merchandise left over at the end of a season, 
for example, might be headed for a substantial loss and financial embar- 
rassment. Merchandise is normally valued at cost or market, whichever 
is lower.^ Any exception to this rule should be carefully investigated. 

Advances are made against merchandise and to finance manufacturing 
operations in only a limited number of lines of business activity. These 
include cold storage warehouses which might make advances against mer- 
chandise stored in their own warehouses; and factors and commission mill 
agents which make advances against merchandise to textile mills, lumber 
companies, and paper mills. Lumber companies and paper mills, in turn, 
make advances to individuals who carry on winter logging operations. 
Other examples are packing companies which finance fruit and vegetable 
growers, and southern naval stores factors Avhich make advances to pro- 
ducers of rosin and turpentine. These different situations represent normal 
operations during seasonal peaks. Advances made to finance such activities 
as winter logging operations and the growing of fruits and vegetables, are 
liquidated as merchandise is delivered. Advances by cold storage ware- 
houses, textile factors, and naval stores factors, however, are normally 
paid off after sale of the products. Knowledge of the terms of settlement 
is therefore important in evaluating advances. 

Fixed These assets are not normally intended for sale and not 

® Inventories may be valued in various ways under “cost or market, whichever is 
lower”— i.e., first-in first-out, base stock, average cost, retail method, standard co^ 
and last-in first-out. For an explanation and contrast in these various techniques in 
valuing inventories, see Roy A. Foulke, Practical Financial Statement Analysis (5th 
ed.; New York: McGraw-Hill Book Co., Inc., 1961), pp. 302-310. 
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rcadil) con\crable into cash This classificaaon includes land, bu3dings, 
machiner) and equipment, tools, furniture and fixtures, and leasehold un- 
pro\ements These assets are invanaWy of a permanent nature and are 
not liquidated m the normal course of business, except through earned 
deprcciauon and obsolescence 

The amount of fixed assets required varies greatly from business to bua 
ness Usuall) onl^ fair sized concerns own land for business purposes. 
Furthermore, manufacturing establishments require substantial mvestmMws 
m machinery, equipment, and tools Retail stores, on the other hand, 
usuall) require smaller investments m fixed assets, which consist of fumi 
ture and fixtures, showcases and shelves, refrigerators and leasehold im- 
provements Small concerns operaong as proprietorships and paitnerships 
often have substantial real estate holdings m the name of the pnnapals. 
even though the fixed assets used directly in the businesses are of moderate 
proportions Such holders naturally involve unlimited Iiabilit) where the 
owmers have not incorporated At times a subsidiary corporation is or 
ganized to hold real estate, thereby Iinuong liabiht) to the parent 
corporation 

Fixed assets are sometimes shown gross on the balance sheet, and an 
offset m the form of aggregate depreaaoon is earned on the liabili^ side 
In such cases the difference between these two amounts must be de 
termined to know the net value of the fixed assets Sometimes the fixed 
assets are carried net in the balance sheet, with the depreciation ahead) 
deducted ObviousI) the pceferablc form is to show deprccianon as a 
deduction on the asset side, in order that the expenenced analyst may 
judge the adequac) of the depreciation polic) This practice also shows 
the asset at its book value 

The Securities and Exchange Commission requires elaborate schedules 
of fixed assets from concerns that come under its junsdiction. These cor 
porations must report addinons during the year at cost, retirements or 
sales, other debits or credits, value at the close of the year, and provisions 
for depreciation, depletion, and amortization A careful analysis of these 
features is advisable on the part of investment bankers when long term 
securities are being underwritten for distnbution to the pubhc, and on the 
part of individual investors and speculators who are considering the ptu 
chase of stocks or bonds of a corporation. Bank and other short term 
creditors are concerned pnmanly with the proportion of tangible net 
worth the concern has invested m fixed assets and with the location, 
serviceability, and condition of these assets Adequate maintenance and 

‘"Regulation S-X Rule 11-06 p 47 
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a conservative depreciation policy are necessary for efficient operation 
throughout the expected life of the assets. 

Intangible Assets.—These are given little or no weight for credit pur- 
poses. This classification includes (i) good will, (2) patents, (3) copy- 
rights, (4) mailing lists, (5) catalogues, (6) trademarks, (7) bond discount 
and underwriting expenses, and (8) organization expenses. Corporations 
^vith a large good will created through advertising, research, or long suc- 
cessful operation often follow the conservative practice of valuing it 
nominally on the balance sheet. Weak concerns, on the other hand, may 
set up fictitious good will in an attempt to window-dress their statements. 
In fact the term “tangible net worth” represents throughout this volume 
the sum of all outstanding preferred stock, if any, common stocks, surplus, 
and undivided profits, less these intangible items. 

This naturally does not mean that intangible assets are necessarily with- 
out value. A membership in the Associated Press, Inc., for example, is at 
times sold for real consideration. A nationally advertised brand or trade 
name may have a substantial sales value. Bond discount, underwriting ex- 
penses, and organization expenses, however, have no real worth. Further- 
more, the disposal of an intangible asset for a real consideration generally 
involves the liquidation of a business, as was the case when in 1936 Time, 
Inc., purchased the good will of the old comic magazine Life for $91,801.86 
and converted the publication into a weekly pictorial review. For every 
case where an intangible item has a real value to creditors, there are prob- 
ably several hundred cases where it is absolutely valueless. 

Miscellaneous Assets.— Thtse are assets not included in the preceding 
three groups. They comprise a long list of items, many of which are 
peculiar to particular industries. One or more of the following are com- 
monly found in nearly every balance sheet: ( i ) miscellaneous investments; 
(2) cash surrender value of life instirance; (3) receivables due from 
officers and employees; (4) receivables due from or advances to subsidiaries 
or affiliated concerns; (5) advances to salesmen; (6) prepaid insurance, 
taxes, rents, and interest;^^ and (7) deferred items. 

In 1947 the Committee on Accounting Procedure of the American Institute of 
Certified Public Accountants issued an “Accounting Research Bulletin” regarding 
current assets and current liabilities. This material was republished in Restatement 
and Revision of Accounting Research Bulletins, Accounting Research Bulletin No. 
43 six years later. Here “prepaid expenses such as insurance, interest, rents, taxes, 
unused royalties, current paid advertising services not yet received, and operating 
supplies” are considered current assets for accounting purposes. The committee is 
making no definition or classification for credit purposes. The classification of pre- 
paid expenses as current assets for accounting purposes is then explained as follows: 
“Prepaid expenses are not current assets in the sense that they will be converted 
into cash but in the sense that, if not paid in advance, they would require the use of 
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Together with fixed tangible and intangible assets, this group comprises 
those assets that are not turned into cash m the normal operations of a 
business Many are valuable and represent cash expenditures essential for 
efficient operauon 

At this stage too much emphasis cannot be laid upon the polny of 
always ascertaining what every caption m a balance sheet really means 
The explanauon might be simple and naive, but an item that is not clear 
to the analyst can only result m a weakness in his chain of reasomi^ 

Liabilities 

Liabilities fall into three groups current, deferred, and capital 
Current Ltabtlmes —These are obligations due within one year and pay- 
able m cash, merchandise, or services They arc generally incurred in the 
normal course of business and must be paid at fairly definite dates The 
debt may be for the purchase of merchandise, interest accrued on notes 
payable, the premium on an insurance policy, or an instalment due and 
payable on a mortgage debt 

The current liabilities of every enterprise generally consist of one or 
more of the following items (i) accounts payable, (2) notes payable, 
(3) loans payable, <4) trade acceptances payable, (5) accruals, (6) de- 
posits, (7) advances from customers, (8) reserves for taxes, interest, or 
dividends declared, but not paid, (9) reserves for contingencies expected 
to involve losses, and (co) any maturity of a funded debt which must be 
met within one year from the date of the balance sheet 
Often close maturities on funded debt are not added to current liabilities, 
thus making possible an overstatement of the net working capital to that 
extent The analyst must be on guard against such liabdity omissions 
Valuation reserves, such as a reserve for bad debts or against inventory 
losses, are preferably treated as deductions from the respective assets The 
less conservative practice is to show the reserves on the liability side as 
offsets to the corresponding assets 

In a thorough analysis of the current liabilities, the following seven 
points should be carefully investigated 

r Are all liabilities due to unrelated concerns, or is some portion due to 
subsidiary or affiliated enterpnses^ If some portion is due to related 
concerns, ascertain the exact amount and how the habihty was incurred 

current assets during the operating cycle ’ Very few credit analysts include prepaid 
Items as current assets Moreo\er diere is some reasonable difference of opinion 
among accountants m their practice cegardmg the classification of prepaid expenses 
for accounting purposes’ as a cuiitnt asset 
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2. If a concern obtains merchandise or services from a subsidiary or 
afiiliated concern, ascertain if regular or special terms have been granted, 
together with the percentage of the total yearly merchandise requirements 
obtained from this source or sources. 

3. If purchases of merchandise are not spread among a larger number 
of accounts, ascertain the amount due to one or to a few large suppliers. 
In any such case, also ascertain the purchase terms and the percentage of 
yearly merchandise requirements obtained from the one or few large 
suppliers. 

4. Ascertain if loans obtained from others are secured or unsecured. If 
they are secured, what is the security? At the same time ascertain whether 
guarantees have been given to support the credit of any other enterprises. 

5. If there are chattel mortgages or sales liens outstanding, ascertain the 
assets that are covered and the aggregate monthly payments that must 
be made. 

6. If unpaid wages and taxes are large, obtain a complete explanation. 

7. In 1934 the Supreme Court of the United States ruled that a land- 
lord’s claim for the unexpired portion of a lease is not provable in case of 
bankruptcy. In times of stress, when tenants are hard to find, a landlord 
will often carry a delinquent tenant as long as there is an opportunity to 
satisfy a rent claim by attaching the tenant’s stock and fixtures. As a result, 
indebtedness for rent frequently pyramids before a failure; the landlord 
becomes a secured creditor and often obtains the larger part of the assets 
in the case of smaller enterprises, particularly retailers.^^ 

Deferred Liabilities— These, are liabilities that are not due within one 
year. In general they consist of (i) mortgages, (2) bonds, (3) debentures, 

(4) that part of outstanding serial notes due more than a year away, and 

(5) long-term notes. Deferred liabilities might, however, also consist of 

(6) unearned income, which is a segregated portion of the surplus not yet 
earned, and (7) minority interests in a consolidated balance sheet, repre- 
senting the ownership of stock in a subsidiary or subsidiaries by minority 
groups. The last two items are technical liabilities from an accounting 
point of view and do not represent liabilities that must be paid. 

During the prewar days funded obligations representing mortgages, 
bonds, debentures, and serial notes adhered to a fairly uniform pattern. 
A few were reduced yearly by serial payments or sinking fund provisions; 
others bore various distant maturities, such as the 4 per cent first mortgage 
bonds of the West Shore Railroad Company due in the year 2361, the 

Manhattan Properties, Inc., v. Irving Trust Company, 291 U. S. 320, 54 Snp. 
Court 385, 78 Law Ed. 825. 
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5 per cent bonds of the Elmira & AVilliamsport Railroad Companj due 
m 2862, and the 4 per cent consolidated debentures of the Canadian 
Pacific RaiKv a) Company which are perpetual and non-callable 

Funded obligations have been underwritten and distributed by invest 
ment banking houses under almost every conceivable title and with an 
almost infinite number of vanaoons in rfic customary contractual arrange 
ments between the issuing corporation and the holders As a result there 
are now outstanding funded debts containmg modifications of the un- 
qualified right to a fixed-interest payment and to a repayment of prmapal 
on specified dates Parucipating bonds share m profits beyond the specified 
rate, while convertible bonds may be exchanged for another type t>{ 
security, generally stock, at the option of the holder. A speculative element 
may also be added by use of dctatdiable and non-detachable stock 
purchase warrants** Many of the issues contain so called “acceleration” 
clauses, under which the entire amount falls due m case of default in 
paying interest or prmapal 

During recent ) ears there have appeared a substanoal number of what 
hav e been termed ‘ subordinated” debenture issues of well known corpo- 
rations These issues are subordmated m principal and interest to what has 
come to be called “seruor,” or “prior,” debt. Under typical provisions 
these securities seem to have more of the qualities of a stock than a debt 
The) seem to be issued m their existing form pnmaril) as a result of the 
fact that interest on debentures is a charge against earnings before Federal 
income taxes, while dividends on stock are paid out of earnings after 
Federal income taxes Senior, or pnor, debt is generally defined as mclud 
ing outstanding long-term debts, new purchase money obbgations, bank 
and insurance compan) borrowings to be incurred m the future, and the 
renewals or extensions of any such semor, or prior, debt That certain!) 
cov ers a lot of ground, especially when trade creditors, w ho furnish more 
cse-d'A vVfiffi mViEi tnswttftwms togcAier, gcneiaWy are not even itieti 
tioned Trade creditors are on a par w^th all unsecured credits in case of 
financial difficulties 

There are also situanons where preferred stock has been changed for 
debt obligations for tax reasons Changing stock into debt obligations ma) 
well weaken a finanaal structure What is happemng is that a new type 
of corporate obligation is coming into use, and from different creditors’ 

** A most complete and fascinating smdy of bonds, including an extensive list of 
mdnidual issues, which vary from the so-called standard patterns, is given m Ben 
jamn Graham and David L Dodd, Secitnty Atial'istt ( ist ed , New ^ oric McGraw 
HiU Book Co., Inc., 1934), pp 6i8~z6 
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viewpoint, the possible effects of the creation of such subordinated 
debentures must be carefully appraised in each individual case. 

Furthermore, assets may be pledged, or the indenture may contain 
provisions weakening the position of short-term creditors. The analyst 
should determine from his experience and viewpoint (a) whether an issue 
is excessive in amount and (If) whether the provisions of the issue are too 
severe. In case any provision in the indenture is not lived up to, actions 
of various types are open to the holders of that particular security which 
are of more than casual interest to short-term creditors.’^^ 

Capital Liabilities.— These are merely technical liabilities from a book- 
keeping standpoint. In the case of a proprietorship or a partnership, the 
item is known as “net worth” and represents the investment the owners 
have at stake in the business. In the case of a corporation the net worth 
is divided into two and occasionally three parts: capital stock, surplus, and 
undivided profits.^® 

The two primary divisions of capital stock are: preferred stock and 

erdightening study of corporate trustees was made by the Securities and 
Exchange Commission under Part VI, Trustees Under Indentures, of the Report on 
the Study and Investigation of the Work, Activities, Personnel, and Functions of 
Protective and Reorganization Committees, 1936. E. S. Clark, assistant cashier. The 
First National Bank of Chicago, has outlined some of those provisions in trust inden- 
tures about which the banker may profitably inquire "when analyzing a balance sheet 
showing long-term liabilities; (1) Is the trustee a responsible institution of experience 
and reputation? (2) What assets are conveyed under the indenture, especially assets 
other than land, plant, and equipment, so that the position of general creditors will 
be known in the event of default? (3) What are the restrictive covenants? Such 
covenants pertain to the payment of dividends, ratio of current assets to current 
liabilities, or the margin of current assets over liabilities to be maintained, and so- 
called negative pledge clauses limiting the incurring of liabilities to periods of less 
than one year and prohibiting the pledging of receivables or inventories and assign- 
ment of any general assets not included in the indenture. (4) What are the 
requirements in the operation of a sinking fund and their effect upon net working 
capital and net earnings? Have they been met to date? (5) If there is indication of 
impending technical default, the trustee’s position upon default and the penalty 
clauses to be invoked should be noted. The duty 01 the trustee to take positive 
action has been a serious and difficult question of interpretation. (6) The effect of 
acceleration of maturity, and possible rights to voting power in event of default, 
should be investigated. (7) Have profitable operations led to overzealousness in 
exercising a privilege of redemption prior to maturity at the expense of unduly 
depleting the net working capital? (8) Are there in existence any supplemental 
indentures? TVhere preferred stock is outstanding, the indenture should be perused 
for retirement provisions, accumulation of unpaid dividends, and acquisition of 
voting power. Indentures covering the issuance of chattels, other than for the piy- 
chase of equipment, are a danger signal to creditors. {9) Finally, are there any in- 
denture requirements relating to corporate liability for taxes? 

Undivided profits is an item that is quite generally found in the balance sheets 
of banks and trust companies but rarely in those of commercial or industrial business 
enterprises. 
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common stock A corporaoon invanably has outstanding common stock 
Some corporations also have outstandmg one or several different issues of 
preferred or preference stocks In addition, preferred stocks have been 
issued with almost every conceivable speculative feature They have been 
sold to the public with a par value, without a par value, and with detach 
able and non detachable warrants T*hey have been made cumulative, non 
cumulative, convertible, and participating The credit analyst’s pnmaiy 
interest is to determine the relanon between owned and borrowed capital 
but any asset or dividend preferences that may affect the company’s 
financial position and borrowing power should also be mvestigated 
Accordmgly, detailed information should be mvestigated on two supple 
mentary features 

1 Knowledge of dividend disbursements and of amounts required to 
meet dividends on semor secuntics quarterly and yearly durmg good and 
poor times The board of directors might “constructively’ refuse to 
declare dividends if not earned, or, on the other hand, they might be less 
conservative and vote to continue to pay dividends on preferred stocks 
out of surplus, even if that policy would weaken the corporation In fact 
It has not been unusual for the pnncipal stockholder or stockholders to 
be in such need of ready cash that they have insisted on the payment of 
dividends at the expense of the finanaal condiuon and credit standing of 
the corporaoon In soil other cases one or several of the officers may have 
bonus arrangements w hereby they receive a percentage of the net profits 
only after stipulated dividends arc paid Di\ idcnds would then be declared 
so that the officers might obtain their higher recompense, even though 
such a dividend policy weakened the working capital position 

2 Knowledge of smkmg-fund requirements, which may provide that 
a certain amount of preferred stock be retired yearly or that a certain 
percentage of the profits be used for this purpose Many corporations have 
faded to hvt up to these provisions under which preferred stocks have 
been issued, but others have attempted to do so even when it meant 
depleting the net vv orking capital 

Ability to meet and adequately to cover sinking-fund and dividend 
requirements indicates the capacity of management The policies of the 
operatmg management and the reasoning on which these policies are based 
must be learned and understood early in the relationship between a banker 
and his borrowing client 

and Dodd also gi\e just as comprehensive a list of preferred stocks 
with this great vanety^ of features which differ from the eenerally accepted patterns 
as they do of funded obligations Op at, pp 626-31 
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Figure 28 Statement form for a partnership or individual borrower 
used by the Chase Manhattan Bank, New York, New York {page 2) 


(TAHTNrMIur on KTDmDCAL) 


Alidtos" - „ _ _ _ _ ___ _ _____ _ _____ ___Buu3eii4*. 


TO -The Chase Manhattan Bank; 

For the purpose of txoentmg oodit or «ny other CniaosJ t o agt mo dmoti frem you fnta tea* to Qm», daect or cotuxfijtoc, th* utiden^aed rrpfcsecta that foQasnnf 

a t true suteaent of the baeoaei eeadatoa el th* aoiatiatel CM fftr fi r t e and of tU fsca hena set 

forth, and for such purpose epees th«t jrou teay tt toy tuacs hercefur usumc chst the coodtuoa aad tSun of the uadMjned heve to be subturmanx cs good 

tt h««tn Set forth lad that there has bra &o chaan tnaicruOf lapairag th* ability of th* undmifned to pay ^ demadt agams: the undemsaed, you 

shall hare beta soofied ta smtwg to the c ongar y by the tmtienipteti, uui foe each purpoa* the uaderv^xd hitthtr agrees to Boofy you lounadiacely la smang of aar 
sninttatu] change la the coadigoa or alEun of to* uadmtgnod. la cnrtademioo of your grvttiaf ern mdi credit or odvr fiotnasl aceosiaodattoa to the uadenigDi^ 
direa or cmtmgtfii, th* uadcriigaed agrees with you u foUovt as taointy for the peytacat of cUliabiLDcscfih* undmigaed toyou, dircaorcmu(Bgcnt,n»wetuQng or 
hereafter arising, you arc herd;y given a hen unn, and/or nghti of »tt-e8 against any dmatt or oO^ account of tha ui^en^ncd with you, ana tl] cUont, siooey, 
steebt, botidi, coatmeraal paper, tnatrunienu ana other property of the undcnignrd wluth ne*c or shall for any purpose come into your posmuoo, custody or coatt^, 
whedier or not accepted for die purpose for whtdi the sam* is dcLvcred or tnmded In any ooc or tnore of the foUowiac evrats, any and all obligations and hsbiLna 
of the undersigned to you, direct or eootmgent, now ezisttrg or hereafter anstog, shall thereupon, uoleia you shaQ othetwise Mtct, bccosa and be due P 7 *hte forthwith 
vruhout any dctnarid or notice to the undersigned if tt ihaL appear at any ttma that eny of the Katmetia bmin conuiatd la urxitir, or if the undcrsignea fads to noti^ 
you of any mstmsl change in the atniiuon or a^ictn of the undmipiM as shoe* agreed, oe if any things occurs in the condition oe i5iin e* the underxg^ whicn 
matenaHy impaio the cbility of the undersigned to pey a!! claims and demands tgtirat theunderngned, or tl the undemgfttd aisigrts say accounts or transfers or enaaibers 
any assets so as, in your opinion, to tnatcnally t^cct cna bustnesa or finsaoal canamoa of die tadlntg^ed , or if the unomigncd (being an mdindual) ahall die or (being 
a partnership or corporaaon) shaS he dissolved, or if the icadcrt gned shall become caaohent (howcw toA tasolvmcy may be cndrsced), or exeke a general esrgitment 
for the benefit of creditors, or euspend die tnnsacuon of his, thetr or hs usual buuaes*, oe fail to pay any obbgitic«i to you when the same becomes due, or if a pennon 
in ^nkiupccy, or a petition or appiieanon for eorapouoon, ntctuioB or rcorgtmunoa shaQ be filed ^ or sgaiiiK the undmigned, or if any judgment or wnt or warrant 
of aruchmest «h»tt be entered or iisocd agcmsi the undersigned, or d a recetvrr thaS be appoumd of any of th* txoperty of Jia undenigo^ No dtliy on ywr part in 
catrasiag any power or tight hereunder ib^l operate es t waiver thereof, nor ahaQ any amglc or partial cerosc of toy powtt or tight hmtmdcr preduda other or further 
ezerasa thcreot Or die ezerasa of any other power or right. 

FILL ALL BLANKS WNfllNC ON ''NONE** WHEftE NECESSARY 




CURJIEOT 

Cash oa hand and n benhs 

U S. Goecmccent Secunnes 
DueEromeustar&ea(for ncrehtadises^)* 
Notes end Acceptances _ 

Open Accouaei (len Reservet) 

(shew dcnils on Page 2) 

Due front CQoer^ed or affiliated coneerni for 
airrent metefondne tesnsaoMns onlv 

Metthaadise (shew dcuili on Page 2) 
Ftrushed _ 

In process _ 

Raw . 

Other (itfxnBc) 





CURRENT (due wohin one year). 

Notes Peyatt* f Srartd 

To Banks 1 Unseaired 

Notes sold through brthen 

To ethen for fcntrowtd money 

Notes Of Accrpunca PayaUw—Trsde 
Acceptances under Lmcn of Cttdit 

Amxmn PtyabU 

Poe mmhaadise 

Other _ 

Due SB enatr^ed or affiliated cowceras 

Dua- to Partaen, Etsploytee, etc he 
tfinpceaiy loans and advaats* 

Drpeetts (when payable^ 

Accrued Ecprsse* _ 

Mectgegts and Long Tea Notes 
(due sruhifl a yev) 

Ocher (itanoe) 





Total Otfrtet 









FIXED 

and Buildiags uwd in opcrstiaas 








- 

(how valued?) ___ ^ 





Total CufTtat 





(lut aongsges, if any, 0 baWities) 
Maduacry, Eguipmtnt end Ftznires 
hircscments (show demiZs 00 Page 2} 
Coocrollad or Affiliated Concerns 

Other Bonds or Stocks _ 

Cash Surtendas Value Life Insurance 

Land and Buildings ooc used u operusoos 

Other Otenuze) 

Total FizaJ 





deferred (due after ona year) 

Mortgage Debt (givt parocuian) 

_ _ 

Long Tirm Nms (when dua*} 

Rescrv* for contmgesoea 

Rcsore for depreoanoo 

Odier^umBt) __ _ — — 




























Total Liahilinei 





DEFERRED AND MISCELLANEOUS 
Miscellaneous Materials, Supplies, etc. _ 
Prepaid Erpenset— frstrrcst. Insurance, etc. 
Advances to cocurotlcd or affilttrrd csocem 
for ether than runuat menhaadiae Kcms 

Due from Pattacea, Employees, etc. 

Goodwin, Patents, etc, _ _ „ _ 

Ocher (itarasa) 





NET WORTH (Ictaa* Putaeaf Aesama) 










- 

NET WORTH (Pattatnhip or IndindusI) 

TOTAL 

— 

— 

— 


AL 

Have you any suhaidiary or controlled cotnpaaias? 

U— 


If so. 

u abo 

ve a tansobdaied sUctmeot? — 



'^7 

)VE»; 


BCR- 24 


TYPICAL FINANCIAL STATEMENT FORMS 

Many of the larger commercial banks and trust companies have their 
own special statement forms. The less elaborate forms are printed on two 
pages, while the more elaborate ones may run to four. In the latter, 





154 interpretation OF FINANCIAL STATEMENTS 
generally the first page is lined to receive the list of assets and liabilities, 
and the second page to receive the mcome statement and the reconalia- 
tion of surplus. The third and fourth pages contain such supporting 
schedules and supplementary mformation as a breakdown of receivables, 
details regarding life insurance carried, segregations of investments, real 
estate and mortgages, and details of contingent liabilities. This supplc- 


Figure 28 {ConUnued~~page 2 ) 







DESCRIPTION OF THE BALANCE SHEET 155 

mentaiy information is extremely valuable in determining the financial 
responsibility of a business enterprise. 

The less elaborate blanks are often printed on long sheets. The details 
of assets and liabilities are requested on the first page, and all other data 
on the second page. The income statement and the reconciliation are 


Figure 28 (Continued-^age 3 ) 
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condensed jnto one continuous schedule the other schedules and supple 
mentary information also being somewhat condensed These forms pro- 
vide for all of the information usually available on smaller business 
enterprises as the schedules and the supplementary information requested 
on the typical four page form rarely apply to them Copies of four page 


Figure 28 (Canttrmed^age 4) 



Fl£ASE SE^<D <Drr CP MCDUNTANTr K0ORT WTIH TOS FOKM 
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statement blanks suitable for corporations and large firms and two-page 
blanks suitable for corporations, small firms, and individuals are presented 
in this chapter. One additional four-page form is given in the typical 
bank credit file inserted bettveen Chapters I and IL All blanks cover 
about the same essential ground, with particular emphasis on different 
items or phases of supplementary financial information. 

Figure 29 Statement form for an individual borrower used by the Mellon 
National Bank and Trust Company, Pittsburgh, Pennsylvania {front) 

PERSONAL STATfMI NT (ConfiJcniialJ 

To MELLON NATIONAL BANK AND TRUST COMPANY 


K»me Addrra 

F« th* purpose of procunnj mtmtunmg credit wth Mellon Kationcl Bank and Trurt Company, the undemtnsd lubmHt this 
*ad warrant* >t to be a true and accurate eutemctt of it* fiaaocwl coodioon on the date here below written. The undcmaied 
further atrees that if any chante occur* whidi would matcnally lebcn it* mean* or ability to pay all claim* or demand* aeatert it the 
^^foed wiH immediately and without delay notify the aaid Bank of aucb change m it* finanoaJ etaiditioo, arid until *uch noti&atjoa 
haa been received, the Bank may continue to rely upon the laromutnw herein jiven a* a true and neeura'e tittement of the financial 
condition of the undemgced 

FINANCIAL INFORMATION FVUlIlSHBD AS OF CLOSE OF BUSINESS (Month) .(Day) 19 


11 ASSETS 

mmm 

— 

— 

6 LIABILITIES 


— 






|| Notes payable to Banks 




U S Gov Securities— *ee schedule 





mim 

'Ml 


Lilted Securit e*' -*ee schedule 





immi 

imi 


Unlisted Securities— see schedule 








Accounts and Notes Receivable 

Due from relatives and friends 




11 Notes payable toothers 




1 

^ AccoontJ and bills due 

i^im 

mi 

mi 


m 



I Accrued taacs and interest 





,m[Hi. 

mi 

]mi 





Mertcsses payable on Real ' 

Estate- see schedule 




II Real Estate ossmed— tee schedule 




Chattel Mortyaces and other 

Liem payable 









mm 


mi 


IMHi 

mi. 

Miy 


HUH 

imi 

mi 


imHi' 

mi' 

mil 

CA V. el U(« Intmemc* | 




1 ! 




Other esfats • hrmlr* ] 









WHHBHHIBiHHK 

BHH 

MB' 

mi 


mn' 

Ml' 

mm 


mHH' 

amm 

mi 




II 






nmi' 

mi' 

mm 

11 TOTAL ASSETS | 










1 

1 SOURCE OF INCOME i 

PERSONAL INFORMATION II 

WBBmmmmmmmm 


Business or Occupation 

:: 

,} Bonus and commissions 

$ 

1 Dividenda and interest 

s 

Partner or ofTicer in any other venture 



1 Other income — itemise 

i ^ 


ir ^ 

Svnale Denendetits II 






CONTINGENT LIABILITIES I 

GENERAL INFORMATION 

1 Asendorser or comaker 





Are you defendant in any suits or 1 

leea] actions? 



1 Provision for Federal Income 

L Ta* claim 

I 

Are there any judtmcntt untatisr>ed 
arsjftst you? 



Have you ever been throush benkruptcy or made 
aelUcment with creditois? 

L 1 


CM T nev i/sa 


<SCHEOULES ON REVEUSE SIDE) 

LfAVE NO BLANK SPACES JNSEJIT VOSD “NONl* IN ABSINQ Of ANy AMOUNT 
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The major centra! reserve city banking institutions generally use ihc 
four-page blanks Large commercial banks and trust companies genenlly 
have several statement fofms one for corporations, one for partnerships, 
one for proprietorships, pne for individuals seeking small loans, and m 
certain sections of the coontcy, one for farmers or stockmen The Bank 
Afanagemcnt Commission of the American Bankers Association has de 

Figure ap (Coninnied^ 

MELLON national BANK AND TRUST COMPANY 
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signed statement blanks covering these particular types of borrower and 
also one for hotels.^'^ 

Direct Loans by Federal Reserve Banks 

The Federal Reserve Act amendment of June 19, 1934, permitted Fed- 
eral Reserve Banks to make so-called “working capital” loans either 
through the medium of commercial banks, trust companies, and other 
financing institutions or direct to established industrial or commercial 
businesses. This law, however, permitted direct loans to established indus- 
trial and commercial businesses only when authorized by the Board of 
Governors. The Board of Governors subsequently granted blanket 
authority to each of the twelve Federal Reserve Banks to extend such 
accommodation directly on their own responsibility without reference to 
Washington. The underlying principle of the original Federal Reserve 
Act was that the operations of each Federal Reserve Bank would be 
adapted to the peculiar needs of its own district and would be admin- 
istered by persons residing in and familiar with the problems of that 
district. Accordingly, the Board of Governors has prescribed no uniform 
forms to be used in making application to Federal Reserve Banks for 
working capital, but has left to each the task of preparing forms suitable 
to the needs of its district. 

Since that time the Federal Reserve Banks have developed their own 
long and short forms for the various classes of borrower. The statement 
blank of the Federal Reserve Bank of New York given in Figures 30A and 
30B (pages 160 to 161) is the so-called “short order” for firms. The state- 
ment blank given in Figures 31A-31D (pages 162-165) is the “long form” 
for firms. 

Specialized Forms of National Credit Office, Inc. 

The statement form and the so-called “Accountant’s Supplementary 
Information” blank, used by the National Credit Office, Inc., are unique 
in their application and completeness. The statement of financial condi- 
tion is mailed to every concern upon which National Credit Office, Inc., 
issues a credit report. One page of this form requests the usual balance 
sheet information with names of depository banks, insurance coverage, 
and class of accountant, if one is used. The second page requests the 

Copies of these blanks may be purchased by banking institutions for their own 
daily use at moderate prices from the Bank Management Commission of the Ameri- 
can Bankers Association, New York City. 
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income figures, the reconaliation of surplus, supplementary details re- 
garding the condition of receivables, merchandise, investments, and taxes. 

When this imrial form is returned to the National Credit Office, Inc, 
the Accountant’s Supplementary Information blank is mailed to the ac- 


Figurc 30A Federal Reserve Bank of New York Short Statement 
Form for Partnerships (front) 
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description of the balance sheet 

countant who audited the books for information about the scope of his 
audit. As soon as these schedules are received, they are printed by offset 
and distributed immediately by the National Credit Office, Inc., to inter- 
ested members, banks, and mercantile houses. 


Figure 30B Federal Reserve Bank of New York Short Statement 
Form for Partnerships {reverse) 


SUPPtEMENTAHY INFORMATIOM 


HDH: Tte fallcwtai JiU shaM li fpcirtri g ef tti «3g frti a tbb 


Net*s Rtctivabi* — Cistentrs — Onfmal Notes % 

Renewed Notes i ; put Due Notes % Reserre 

for Doubtful Notes $ . 

Aeceiift Reeelveble — Cnfooer* — Not Due % , Put 

Due — less thin J months i - , 3 to 6 roooths S , 

more thin 6 months t — ; Reserve for Doubtful Accounts 

$ 

Sofiler Selllag Tornu— > _ 

iBvtBlery — Rinr Maleralj 4 In process i ; 

Finished Goods , Supplies, etc | Slow 

Movin* or Obsolete «. ; Pledged 4- , On Con 

signment to Others 4 — Goods on Consignment from Others 

4 

ibovQ 


■ DescrAe each investraeat and indicate basis of njailioo 


flectstered owner cf securities 


raattia! fiO g an ?gggs; bsett ‘‘mr witn 

Noitt A AccohIs Po)r«bt« — Renewed Notes , 

Due Notes 4 — , Past Due Accounts 4 . 

Regelar Parcbetlag Terms ^ 

CarrMt Uobltllles — High A Law Pataft Litst foil gsal tw 

High Point 4 Ml 19 _ 

Low Point 4 _on. _ 19 

Ceatlagtal UabtlDles As of the date of this financu] itatenent, 

the partD'Tship had no rooiingent liabilities, eacept as follows Notes 
Receivable Discounted or Sold 4 , Accounts Receivable As- 
signed or Sold 4 , Accommodation Endorser Guarantor or 

Surety 4-^ — ; Mortgage Bonds 4 Leases 4 . 

Ihirchase Commitments for hf*rchandiii 4 — , Contracts for 

Building Construction, Impfovemena or Equipment 4 - - - - * 

CUifflS for Tfues 4 — - — , Other (desenbe) 


a c 
o e 

E E 


e o 
, -Q B 

§2 

g -0 

“ I 

ll 

gtj 

•o e 

|l 

o e 

• 5 -“ 

•Si 


Ufa lastraaea — On Partoen for Benefit of Pirtnecship Face Amount 4 


, Persons Insured - — — » 


Letd A Sflldlagt^ 

LentMA 
and OetcriM «a 




— 

Moftatact 

klertatat 
Pnaeea Dll' 
WrtW Yetr 

Taws Annuwnti 
Nevtaitr Iwcftn 


EHiHIIH 


fHHIHil 


1 

S 

4 














J 




The title to all of tbe above desaibed propertie is solely m the name of (his partnership, except as follows 


Pledged, Aasigaed or Hypafkaeofad Aiatti — Describe all assets oot noted elsewhere m this statement as having been pledged assigned tr 
bypolbecated and indicate the liabilities which they secure 


As of the date of this fininoal stiteroent.7his partoenhip had not pledged, assigned, hypothecate or traruferred the title to any of its assets, except 
as noted on this form or on a supporting sefiedu/e, nor has any such action been taben since tAat date, except « foffows fgive deads) _ — _ 


tagai Aeflaax— No lawauitr, claims, fudgmeott or other legal tcuons are outiUodtng or peodiog sgauut the partnership or any partner and, 
to the best of our knowledge, no legal actions are to be started against the partnership or any partner, except as follows (give details) 


Itsireica Cevtragt — Fire Insurance Inrentoiy 4 — Buildings 4 - 

Kxturo 4 ; Indicate if policies have extended coverage endorsement 

Liability Insurance Autos & Trucks 4 General Public | 

Other Insurance (describe)' 


, Machineo^ & £guipin»t 4 


, Furm'ure & *0 *2 


Use & Occupancy Insurance 4 

: Burglary Insurance 4- 5 Fidelity Bonds | _ 


Date of latest independent analysis of insurance 


lndici*e adequacy of coverage 


0 3 

gw 

&d 


OwaersHp — Ust all General and ^pccul Partners 


Nifot 

(Deixasite Gtntril Pirtnei * G P " 
tod Special Partner S P ) 


Correet Aonual 

CcoPvnsattoa 

Itoe 

Pattnenhip 


Partfim Penonal Fin^ncul Data 


Oet*i4e I Uvea OkOide I Ijtit lijy as 0> 
Net i Debts Incladiez maker Curintor 

Uorth ' ' 


a o 

O-B 

*5 TJ 

B • 
1“ 
Mg 

JS o 

g J 

&& 

“ R 

a B 

I 


- Rrtnership Agreemeot weal into effect on. _ 


CtPfitttn or Oral) 

of the Special Partners for the paita*rship‘t debts is limited to .. 


. The responsibility 


AfSHefed CcapnaUt A tafereifs — Give Dima, extent of interest, and oahire of mterreUtioas 


AecovifJjig Dafo— Name of Independent Accountant— 

Frequency of Independent Audits 

Date of Fiscal Year End . 


. ; Indicate if ^rtified Public Aecouota.'iL 


Date of latest loJependcnt Audit— 
; Date of Latest Pfiysicaf fnvertofy - 


Cortlfieofloa — This is to certify that the foregoing figures were taken from the books and record of this partn-nhip that they and all oth« 
statements on this fonn and on iy supporting schedules are true and give a 

date indicated IN THE EVENT OF ANY MATERIAL ADVERSE CHANGE IN THEFIN^Q^ COI^mON OF THIS PARTNERSHIP, 
XVE AGREE TO NOTIFY THE FINANCIAL INSTITUTION NAMED HEREIN IMMEDIATELY IN WRITING 


Signed this— 


day of- 


. 19 


NOTE When there it do wntten partnership 
agreement «H the partners should sign. 


(PttV)enh:p Nim«) 
(SirMurt) 


_ -/ General Partner 


MPOBTAKl! U on cudi> wca mod, M ol li, dot. ol BiU RaUnnol. o coPT "! 1" occoonlonf. i.port lioiiU k- .nbmaLi h.r.wtll. 
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Additronal Explanatory Information 

No matter how complete a statement form may be, additional informa 
tion IS always needed by the analyst Various questions arise as he trans 
fers the figures from the statement form to his comparative statement 


Figure 31A Federal Reserve Bank of New York Long Statement 
Form for Partnerships (page / ) 
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sheet, particularly if he has figures for previous years. A noticeable in- 
crease or decrease in any item-receivables, merchandise, due from ofiicers 
or employees, current liabilities, net sales, net profits-calls for an explana- 
tion. What brought about the increase or the decrease.^ Then the policy 
that brought it about must be evaluated. As a result of these changes in 
the financial set-up, the concern is either stronger or weaker financially- 


Fig^re 31B Federal Reserve Bank of New York Long Statement 
Form for Partnerships {page 2) 


—2 — 


BALAWCE SHEET SCHEDULES 

KOTt Tls iitj U fsriKSd 2s cf tt! ics iitj b tth ftatda! jtitisnL 53 i: 13 spas tort "KSKT rarto. 
U spw b fasifrdKl. seprjtf rtid sir:a te tftrfi Kottfiri b fesni pit tf ttfs slitad, bi h jttsdd ball bd 

sfcrtj b iiisi aj gpta b tti zxzt gcra k to stosat. 


Ho. I— — Let >11 bart I'cotiaa 


NasK i»'4 
lodtioo el Bink 

c>ii> 

oi Leio 

ladcatt Hs* Lata u 

EajrMvce. Gvarasta-S or Sevarri 


s 

i 










Ho. Z — Hofot lotelToblo— Kot« 1 : Reooied 

Note* 2 — ; P«t Duo Note* i _ ; Tet>l i _ ; 

Less Reserre for DogbtfaJ N>*« t . Net S __ 

Ho. 2— Aeeoivfs Rteolvoblo-^Not Due (On;wal Tefcsj) 1. ; 

Pj« tlr»n « Wiv-*Vt t » Jr, < t 

eoft than 6 Moaths 4- ; Toui 4 » Du Reserve 

for Doubtful Acceatti 4 . Nes 4 — 

Roqelor Sotltoo Tonot: _ _ 

Ho. 4 — lovooforjr — Readdr Si/eiile J — . — ; Sla*- ii'7*ieg & 
Obsolete 4 ; Totil 4 — ; Less Resetre (If Any) 

Inrettory Hlok ft low Pelah— Dunse bseu fsdl £sal rar 

J Net 4 IflTmtfry Pledr 

‘i 4 ; 

Ceas>jtnmeei from 

Hiti Fnst 

Isw Pt«ei 

Oo CoA*i;^meel to Odten 4 Oooii on 

1 Oa» 1 Asks' 

Ditr 

Asocat 

Otben 4 — . 

RswRlatemli | 1 | 


4 

Botli of (ovooferv Yefoofloi: — 

Fici5b*d Good* I j 




He. 5 — Uf« iMKreico — Liff all ooIioct n rttna of pirtagn for bearft of partomh.p* 


Pcnco 

lassiivd 

frtnrxnrr 

Cogtfsei 


F«cr Anaist 
oCPelrCT 

IBSQSIH 

TocaJ l«j.ar 
Avamt Peiicr 

V An 

I>£iu*e To t: bnra 




t 

> 

S 































No. S — Secirftles A loveitwoH — » Litt stocks, boodt. fc 


FietVtlae 

(Bcedr) 

Ho el Shires 
tS'ach) 

D«eiT«'an «* iectrrrr, _ _ 

(De*.cr>stf letiaj MarkmWc 

Not fcrsdih Sijrketih'e NS M 

■ad A^lia*n A.* t 

Kmrtered 

Oo-aw 

Cos 

>tari<t 

Vihae 

Boo^ 

Vihe 

lodicur To U'bsa 




S 

4 

4 










































1 



Kaot o{ A£liat: i 

Asyrent 1 

otDcte 1 

Art 

olDetit 

1 Nitare 1 

1 fdoex 1 

IX Sented. 1 

Doeribe Se'^a-tr 1 

Dice PaTseot 
EzMctid 


i 












t” 1 . ..! 


1 




AaoQSt ef 
Oned 
UMtxace 

UaRxuR 

iBttrtB _ 

Dec ar Useiad 

lodicsrvif 

is«r 2 ad 

MortxMt 

Asae-jt of 
fryer 
Kaitxaca 

Itfltua tad Descnotiea 
ot Mort*tred ProoertT 





1 

4 1 

4 


4 












1 ! 




— l£BdABiindIo9*^_ 








Aaf^iJ G»o»a 

ILenUt Ificeee 

rBr^o*t Droi~r > 


■— 

4 

i 

s 

4 

4 

4 





— 



— 


TTw btle to ill of the Tbore dweribed prepeftics « »Wr m tte taae of this pairomlup. except is ieJTo« 


(Cestiacod on KoxS Peg*) 





























164 INTERPRETATION OF FINANCIAL STATEMENTS 
a better nsk or a poorer one. If the account is rekovely new at the bank 
and this IS the first financial statement to be obtained, then a rwjata 
should be made for figures cotenng operaaons for at least the two pre- 
ceding fiscal j ears, assuming that the concern has been m existence thit 
length of tune, and addiuonal information should be sought if unportest 


Figure 31C Federal Reserve Bank of New York Long Statement 
Form for Partnerships (page 5) 
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changes have occurred in the size of items between the last uvo statement 
dates or in the relationships, or ratios, between important items. 

“Information-ever more information” is the daily motto of the loaning 
official of every really efficient, progressive commercial banking insti- 
tution. 

Figure 31D Federal Reserve Bank of New York Long Statement 
Form for Partnerships {page /j.) 


-.4— 

OPEBATING STATEMEWT 

FOB THE , MONTH PEHIQD ntPED ^ 

Gross Sales — To Regular Customers _ _ _ < 

—To Affiliates - — 4. 

Less Returns and Allo»ances (Do not deduct Cash Discounts) 

Net Sales — - _ _ J. 

Om o! Sties 

Inventory at Beginning of Pcnod — ^ ^ _ 4 

Purchases (Do i»t deduct Cash Discounts) _ - 

Direct Labor _ - - 

Deprecutioa It Amortiaation . 

Other Costa (Itemue) 


Less lavetuoty at End of Period 
Gross Profit _ - — ^ 

Adnunistralive and General Expenses (Sdiedule No t) 

Selling Expenses (Schedule No 3) ... — 

Net Operating Profit - ■ 


Other Income (Schedule No i) . 


Other Expense (Schedule No 4) 

Net Profit for the Period 


OPEHATIHC STATEMENT SCHEDULES 


Ho. 1 — ADJ-gfllSTRATTVE & GDIEEAl EXPENSES- 

Partners' Salaries „ | 

Other Salana — _ _ ■ 

Depiccution tc Amortization ■ 


No. 3 — OTHER INCOME; 


Cash Discounts on Purchases 


No. 2 — E3aTNSES» 


Salaries (Other than to Partners) 

Conunissions — — 

Traveling . — - . — __ 

Advertising - — 


No. 4 — OTHER EXPENSE- 


Cash Discounts on Sales .. 
Interest - _ — 

Bad Debts 


RECONCILIATION OF NET WORTH 
FOR THE ... MONTH PERIOD ENDED — » - 


Net Worth — Beginning of Penod 
AddlfioBs to He! Worth (Itemue) 
Net Profit for the Penod _ t 
Partners' Capital 
Contributions 


earned Forward 

Dcdocfloaa fren Not WortV (Itemize) 


Partn*r$’ Withdrawals — |_ 
(Other Ihw Sslanet) 


Net Worth— End of Period 


CertlSeattoa — This is to ccrlifT that the foregoing figures were taken from the books and rc^s of this partnership ^ that ffv-y and all oL^ 
statements on this form and on any supporting schedulra are true and pre a i^wmg of nn'wuTtp'ao'T^j^CHrp 

date indicated IN THE EVENT OF ANY MATERIAL ADVERSE CHANGE IN THE PARTNERSHIP, 

WE AGREE TO NOTIFY THE FINANOAL INSTlUmON NAMED HEREIN IMMEDIATELY ILJ WETTING. 


Signed this* 


„Jay of.. 


(FattAcnhio Kiae) 
(Siznat^rv) 


NOTE When there is no wntten partnership 
agreement, all the partners should sign. 


^ORTANT: U on oudit wax mad* at of the dot» of Ihia atolament a «PT o* accountaiit. report ihould be tubadi'ad herewith. 
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INTERPRETATION OF 
THE BALANCE SHEET 


Seth b hunt was employed as a clerk by Arthur tappan 
& Co in New York City from June 1830 to December 1835 By that 
time he had saved a little money and had learned much about the whole 
sale and retail silk goods business Late in 1835, when he had failed to 
come to mutually satisfactory arrangements with Anhur Tappan re 
garding his 1836 salary, Hunt decided to start m business on his own 
account 

In 18159, writing of certain episodes in this early part of his business 
career, Hunt went on to narrate 


What was my surprise, one day, soon after my leaving him [Arthur Tap- 
p n], when he stood at my desk, looking earnestly at me and said, "I thought 
^ ^dorser and I came to say that we would go on your 

dim k ^ thousand dollars ” Before I had recovered from my 

■'“'f "“y o™ 'he store Hi! 
en was or merchants to exchange paper to use at their banks ^ 

In fact, this method of borrowing on what subsequently came to be 
nown as accommodation paper’" was one of the general procedures 

p 187"^'^ Tappan, Life of Arthur Tappen (New York Hurd & Houghton 1870) 
dation pape^wM^not^'he^Ifh explained that the discounting of accommo- 

necessa^^uponlord baS/ i® 

property sold shouH a ® pripcroles, that no paper except that receded for 
!af7,J7eCeni .‘’e deicoented ^.coous or eccommodatfon notea ate not « 

thourd SS/for a tonto^^olr? '"r by A to B, for St! 

the latter, and discounted hv , ^ sugar sold and delivered endoned by 

dollars in cash, the proceeds^of th pai^tecd by B, who has five thousand 

thousand dollars wonh oflear m ‘^‘scount. and by A who has five 

drawn by C to D mdv ® doubt An accommodation note 

n oy C to U may have upon it two names apparently as solvent, but there is 
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for obtaining' credit from banking institutions over a period of many 
decades beginning early in the nineteenth century. This practice went 
out of existence in a broad way in the last quarter of the century. 

In addition to extending credit on accommodation paper, banking insti- 
tutions also granted credit against a variety of securities, such as unim- 
proved government land immediately prior to the panic of 1837, against 
endorsed notes receivable and trade acceptances, and also at times on 
unendorsed notes.^ Financial statements, either audited or signed, were 
virtually unknown. Credit was extended on the assumed financial strength 
of the maker and the endorser, which too often was as entirely mythical. 
In country districts, where money was invested largely in fixed property, 
farmlands, houses, farming equipment, improvements, and cattle, bank 
credit was extended more extensively on endorsed accommodation paper 
than in the cities, which were providing the headquarters for growing 
industrial and commercial establishments. 

Several decades later James B. Forgan, while chairman of the board of 
The First National Bank of Chicago, succinctly described typical condi- 
tions in a town in which he had obtained some of his early banking 
experience. 

There were three banks in the town and practically all of their loans were 
made on notes having two endorsers. A great depression occurred in the prin- 

no certainty that the two together possess anything more than the sum loaned by 
the bank. And this is not all. The discounting of a real note is merely anticipating 
a capital previously existing, whereas the discounting of an accommodation note is 
lending capital to one who did not possess it before. The borrower of money on 
an accommodation note must require it to pay an old debt, in which case his control 
over it is parted with, or, for some new operation, agricultural, commercial, manu- 
facmring, or speculative, which in the nature of things may not be terminated in a 
short time, and in neither case is he the sort of borrower that a bank can rely upon 
to enable it to meet, under all circumstances, its notes payable on demand. Nor is 
this yet all. The discounting of notes given for property sold, does not encourage 
over-trading, like the discounting of accommodation notes. The latter, if the pro- 
ceeds be not applied to pay old debts, places at the disposal of borrowers the means 
of speculating which they did not before possess. Speculation raises prices, and stim- 
ulates speculative sales and transfers, by which the regular business of the community 
is disturbed, only to be followed by a reaction.” A Treatise on Currency and Banking 
(2nd ed.; Philadelphia: Griff & Elliot, 1839), pp. 9 ^- 3 -. _ 

® Harry E. Miller, in Banking Theories in the United States Before 1S60 (Cam- 
bridge: Harvard University Press, 1927), p. 97, gives as a classic example^ the case 
of the Farmers’ Exchange Bank, of Gloucester, R. I., which failed in 1809 ■with $86.50 
in specie in its vaults, after having loaned $845,771 on the basis of $100,000 capital, 
upon unendorsed notes reading: “I, Andrew Dexter, Junr., do promise the President, 
Directors, and Co. of the Farmers’ Exchange Bank, to pay them, or order, . ._. 
dollars in ... years, from this date, with interest at two per cent per annum; it 
being, however, understood that the said Dexter shall not be called upon to make 
payment until he thinks proper, he being the principal Stockholder and best knowing 
when it will be proper to pay the same.” 
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cipal industry of the locality and a very considerable liquidation of hvk 
credits became necessary The banks soon found, however, that the money 
they had thus loaned had been la^ly invested m fixed property and that their 
notes were of anything but a liquid character The banks in many cases refused 
to renew the notes and they lay past due They began to bring pressure on 
the makers and endorsers alike but soon awoke to the fact that all of their 
borrowing customers were so involved as endorsers for each other that they 
resembled a row of bricks standing on end so that if one were knocked down 
It would fall on another until all were laid low * 

EVOLUTION OF UNSECURED LOANS 

This early practice by banking institutions of extending credit against 
secunty and against two name accommodation and trade paper continued 
up to the decade beginning w ith 1870 During this decade loans were first 
made on, single name paper as a matter of sound banking and busmts 
policy Although iniaally considered a most hazardous experiment, the 
practice spread until by 1900 it had become the customary basis for com 
mercial and mdusinal loam with both city and country banks 

The practice of granting unsecured loans on single name paper, nhich 
today IS such an ingrained part of our established American banking 
routine, arose from one of the real economic consequences of the Civd 
War, the depreciation of our currency, and the result has persisted over 
the years We went through no such stirring currency’ inflation penod as 
did Italy, France, or Germany following World War 1 , or as did the 
original thirteen colonics during the Revolutionary’ War, when “a wagon 
load of money would scarcely purchase a wagon load of provisions" 
From 1862, however, when United States notes were forced into circula 
tion, until 1879, when specie payment was finally resumed, wholesale and 
retail transactions, the purchase of raw matcnal by’ manufacturing plants, 
the payment of wages and rents, insurance premiums and policies were 
made m a fluctuating unit of monctaty value We are going through a 
similar period today 

At one time during the Gvil War, the current value of paper money 
dropped to thirty-five cents on the gold dollar These constant daily flue 
tuations m the unit of everyday currency’ naturally made the extension of 
credit by banks nnd mercantile houses precarious In Germany the mark 
rapidly went to pieces and was succeeded in October 1923 by the Rtntcn 
mark at the unheard of ratio of i to 1,000000,000,000® Following the 

* James B Forgan Evolution in Banking Thought During the Past Generation, 
Bitlletin of tie National Asioctatton of Credit Men XIX, No 10, October i9>7 
PP 935-6 

®Erilc Achom European Cmlixauott and Polities Since iSij (New \Qrk Hat 
court, Brace & Co 1934), P 5*^5 
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Civil War in our own history, the changing daily value of greenbacks 
in terms of gold reversed the almost universal example of depreciating 
toward an inflated zero as a mathematical limit, and in President Hayes’s 
administration a paper dollar again was worth and exchangeable for one 
gold dollar. While greenbacks were fluctuating below par during and 
immediately after the Civil War, however, wholesale merchants were 
naturally unwilling to sell a bill of goods on six-month terms, out of fear 
that the greenbacks with which they would be paid would be worth less 
than at the time of the sale. Uncertainty and apprehension were almost 
nationwide in commercial circles. 

So we find eastern wholesale merchants at this period in our westward 
expansion shortening their terms of sale to thirty days, and in many cases 
to ten. In addition, these merchants offered a premium in the form of a 
cash discount for early payment, instead of requiring, as previously, pay- 
ment by note or trade acceptance. This shift in established business prac- 
tice was facilitated by the growth in the means of communication and 
transportation. Buyers could now come to market several times each year 
or order by mail or from samples carried by salesmen, instead of ordering 
once or uvice each year. Simultaneously our banking system developed 
to keep pace with the expanding needs of local businesses. 

This simple, but expedient, shortening in the terms of sale brought 
about an equally revolutionary change in banking practice. It was under 
these circumstances that James Buell, president of the Importers and 
Traders National Bank of New York City, proceeded in the eighteen- 
seventies to show his depositors the distinct advantage of borrowing funds 
upon their own credit and using these funds to discount trade purchases. 
Nothing could be more simple or logical. Bankers, however, were reluctant 
to follow Buell’s example, as they lacked the credit experience, the back- 
ground in gathering essential credit data-in fact, what we now believe 
are essential data could not then have been obtained— and the ability to 
draw independent logical deductions on credit risks. To these bankers it 
appeared safer to extend credit on two-name paper, even though little or 
no exact information was available regarding the actual financial responsi- 
bility of either name. 

DEVELOPMENT OF ACCOUNTANCY 

That is not the whole story, for it Avas difficult to obtain essential finan- 
cial information even when a depositor was willing to co-operate fully in 
turning over his books to the banker for careful perusal. FeAv enterprises 
at this period in our economic history had reliable figures coA'^ering their 
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operations even for their own use Accountancy m the United States \^as 
in Its childhood and was just begimung to make some feeble effort toward 
becoming a profession If a banker had requested a businessman to hast 
his books audited by an accountant, the businessman would innoccntlj 
and naively have asked ‘What is an accountant’" Our business life at 
this nme w as characterized by an entire lack of restraint and by intense 
orthodox competition— not by mass production, rapid transportatioT, 
national advertisings or accountancy 

This change m bankmg practice involved a gradual change in perspcc 
tive and outlook and in banking forms, technique, and knowledge Skep- 
ticism of a new principle is always followed by toleration, and toleration 
bj extension of the practice In this case the change during the last 
quarter of the nineteenth century brought about appreciation of the need 
for exact data regarding the individual financial responsibility of business 
enterprises and for traimng to interpret those figures in order to obtam 
the maximum amount of pertinent information By the turn of the centurj 
the extension of loans on single name paper had become a recognized 
practice of American commeraa! banking msarutions, a pracoce unique 
among the banking systems of the world 

When President Buell of the Importers and Traders Nauonal Bank was 
showing the partners of mercantile houses in New York Oty the profitable 
ness of adjusting busmess poliaes to changing times, strange as ic maj 
seem, there was not a single public accounting firm m the Umted States 
to assist this development 

In 1883 Edwin Guthne, a receiver for a bankrupt English finanail 
organization, visited the United States to ascertain the value of certain 
assets the bankrupt enterprise owned here On arnval, Guthrie was unable 
to find a public accounting firm to assist him m his investigation* He 
became acquainted with John Wybe Barrow', an actuaiy employed by 
the New York branches of certain Bntish fire insurance compames, and 
out of this acquaintance grew the first accounting firm^ on this side of 
the Atlantic In October 1886 James T Anyon sailed from England to 
become a senior assistant in the firm, and in the following j ear he became 
a partner 


*For information regarding early accountants, see Norman E. Webster, ‘Public 
Accountancy in the Umted States, The Amertcan Insumte of Accowitaras, 
Amnersary Celebration Volume, 1937 (American Institute of Accountants, ''cw 
\ork, 1938), pp 104 108 Sec abo A C Littleton, “Directory of Early Amencan 
Public Accountants,’ VmxtTntj of lUmots Bulletin, XL No 8 October 13 ‘W 
■'Barrow Wade Guthrie & 0 >^ which in 1950 merged into the firm of Pe*^ 
Marwick, Mitchell & Cx) 
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Meanwhile, a few accounting' firms had been organized. Accountancy 
had no specialized field and was considered in the nature of a book- 
keeping job, particularly concerned with straightening out mixed-up 
books.® The general public referred to accountants as “experts” or “expert 
accountants” or sometimes simply as “checkers.” A typical ad'vertisement 
read: “John Doe, Expert Accountant, Books written up and balanced, 
Tangled-Accountants straightened out.” Businessmen generally did not 
take kindly to these new “experts,” who were considered little more than 
ambitious bookkeepers. When any accounting problem came up for con- 
sideration, the typical business executive would often go to his lawyer or, 
better still, as it cost less money, to his banker and obtain the services of 
one of the bank clerks. “Just as the general public was not particularly 
impressed with these experts, so bankers on their part had very little or 
no use for their services, while lawyers looked upon them more in the 
light of trespassers on their own business preserves than anything else, for 
la'wyers in those times did or rather tried to do any special work in ac- 

® “It is true,” wrote Anyon in describing the difficulties that the accounting pro- 
fession had in getting established, “that some business men had a fairly good con- 
ception of the character of the profession, and saw advantages in it which when 
better understood would undoubtedly be a benefit to business at large. On the con- 
trary there were a great many who had very mixed ideas as to just what the business 
of the expert accountant was, and exactly what he professed to do. Some considered 
that he was an experienced bookkeeper and no more, others looked upon him as a 
man whose business it was to detect fraud, embezzlement and stealing, and that his 
employment was of value only in this direcrion, while quite a few had a vague idea 
that he was merely a man of figures, a rapid and unerring calculator who could add 
up two or three columns of figures at a time, could tell you immediately the square 
or cube root of any given number or say off-hand for example what one dollar put 
out at six per cent compound interest per annum at the time Columbus discovered 
America would amount to today. I will give you an example of this type. A lady 
called at my office one day and announced that she wished to see me on an important 
business matter. The lady in question proved to be the late Mrs. Hetty Green, 
whom many will remember as being a rather picturesque figure in this city some 
years ago. She entered the office and after scrutinizing me fully and carefully said, 
T understand from Mr. Williams of the Chemical National Bank that you are an 
expert calculator and figurer, and can decipher accounts that are wrong.’ I hastened 
to assure her that I was not a particularly quick or expert calculator, that I was 
an accountant. ‘Well,’ she replied, ‘I suppose it’s the same thing and I’ll tell you 
what I want,’ and thereupon set out in a voluble and business-like way to state her 
case. She was the residuary legatee under a certain will in a large estate and w^ 
much dissatisfied with the acts and doings of the executors and trustees of said 
estate and desired to know if I was sufficient of an expert ‘figurer or calculator to 
find out and lay bare these wrongful acts. I informed her that as an accountant I felt 
I could do this fully and satisfactorily, but that it was nor essential I should be^ an 
expert figurer and calculator to do the work properly. This did not seem to satisfy 
the lady who evidently considered I had failed to prove my case and that by my 
own showing I was not a fit and proper person to take up her matter for I did not 
get the work.” James T. Anyon, Recollections of the Early Days of American 
Accountancy (privately printed, 1925), pp- 
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counting matters that now falls to members of the accounting profes- 
Sion ’ » Over the years many things have changed' 

At this stage m its development, accountancy vv as about as far advanced 
as the automobile industry when Henry Ford rode m his first two- 
cylmder car in 1893 Today, umversioes, colleges, and business schools 
have courses of study in booklceepii^, accountancy, auditing, corporation 
finance, credits, and the interpretation of financial statements, and high 
schools offer extensive bookkeeping courses According to regulations of 
the Securities and Exchange Cbmmission, every corporanon with secunccs 
listed on a national exchange and every’- corporation that offers a nen 
issue of secunties amounting to more than $300,000 to the public most 
have Its figures audited by an ‘independent” public accountant or firm of 
accountants 

Tremendous progress has been made in keepmg accurate records of the 
earnings and financial condition of business enterprises since Edum 
Guthne made his exploratory' visit to New York City in 1883 Typeivnters 
have succeeded the fiounshing penman, looscleaf ledgers have replaced 
the early leather-bound volumes, and electrical data-processmg machines, 
the human calculator This progress, in turn, has provided a fundamental 
basis for the rapid growth, since the turn of the century, m the number 
of corporations vv ith distributed stock interests It vv ould hav e been too 
much to expect the public to invest in the secunnes of such widespread 
corporanons as Amencan Telephone and Telegraph, General Motors, and 
Umted States Steel if accountancy had not been developed to this point 
by independent pubbe accountants 

pp 38-9 

^^Rule Qualifications of Accountants “(j) The Commission ^sill not recog 
nize any person as a cemfied pubbe accounant who is not duly registered and m 
good standing as such under the law's of the place of his residence or prmapa! office 
The Commission will not recognize anj person as a pubhc accountant who is not 
tn good scxtidccsg and maded to practice as such under the faws of the plice of his 
residence of principal office (h) The Commission will not recognize any certified 
public accountant or pubbe accountant as independent who is not in fact inde 
pendent For example an accountant wiU be considered not independent with respect 
to any person business) or any of its parents or subsidiaries m whom he has, 
or had during the period of the report any financial interest, or any material indirect, 
financial interest or with whom he is or w^ during such period connected as a 
promoter, underwriter, soting trustee director, officer, or emplojee (c) In determin 
ing whether an accountant may m fact be not independent with respect to a pamco 
lar person [je,, busmessl, the Commission will give appropriate consideration to all 
relevant circumstances including evidence bearing on all relationships between the 
accountant and that person or any affibate thereof, and will not confoe itself to the 
relationships existing in connection wuh the filing of reports wuh the Conumsaon 
Regulanon S-X (Washington D C Secunties and Exchange Commission ''ov it 
>958), p a 
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Figure 32 A Statement Form for Corporations Designed and Ap- 
proved by the Bank Management Commission of the American 
Bankers Association (page i) 
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PREPARATIONS FOR ANALYSIS 

Six steps must always be taken preparatory to analyzing the figures of 
a business enterprise. These steps are simple, rational, and deliberate at- 
tempts to determine what has been going on behind the scenes. 


174 interpretation OF FINANCIAL STATEMENTS 
These six steps must be followed consciously or subconsaously m 
analyzing the figures show mg the financial condmon of a comer dnig 
store with a tangible net worth of $i$,ooo or of a manufacturer of paints 
and \am15hes with a tangible net worth of $10,000,000 In the first case 
the steps may be followed more rapidly, some steps may be skipped, and 


Figure 32B Statement Form for Corporanons (page 2) 
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the answers may not be nearly so complicated, rarely leading into other 
problems, which must then be studied and restudied in order to make 
order out of apparent chaos. Nevertheless, all six steps must be taken in 
every case; they furnish the background without which no enlightened 

Figure 32C Statement Form for Corporations {page 5) 
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176 INTERPRETATION OF FINANCIAL STATEMENTS 
analysts can be started Perhaps more erroneous conclusions ha\e resulted 
from inadequate preliminary m\estigaaoii than from any other sui^e 
cause Preparation is no less csscnml m analyzing the financial respona 
bilit)' of a business emerpnse than m making plans to fly the Atlantic. 


Figure 32D Statement Form for Corporations {page 4) 




Figure 33A Corporation Statement Form of the Chase Manhattan 
Bank, New York City (page /) 
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Antecedent Information 

The first step, already outlined m the precedmg chapter, is to obtain a 
definite and complete picture, with no gaps in the antecedents, of the 
business record of each member of the operating staff, and a full histoiy 
of the business concern itself 


Figure 33B Corporation Statement Form of the Chase Manhattan 
Bank, New York City (page 2 ) 
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If the president of a corporation has had two fraudulent failures “to 
his credit” within the past five years, paying ten cents on the dollar in one 
and fifteen cents in the other, and in addition has had two questionable 
fires, an approach to the analysis of the figures of that business would be 
somewhat different than if the president had a clear record and every 


Figure 33C Corporation Statement Form of the Chase Manhattan 
Bank, New York City (page 5) 
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concern with which he had been associated during his entire busiaos 
career had been successful Fraudulent failures and fraudulent fires takt 
place almost ever)’ day in the year. Although conclusive information is 
not available regarding the proximate cause in e\ery case, the drema. 


Figure 33D Corporation Statement Form of the Chase Manhattan 
Bank, New York Qty 4 ) 
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stantial indications in many are clearly recorded in the files of fire insur- 
ance companies and commercial agencies maintained to protect legitimate 
business. There is nothing of theory here. The steps leading up to a 
fraudulent failure, the organization of the business, the prompt payment 
for initial purchases, followed by the surge of inquiries and larger pur- 

Figure 34A Personal Statement Form for Individual Borrowers of 
the Mellon National Bank and Trust Company, Pittsburgh, Pa. {jront) 

PERSONAL STATIMINT (Conridcntial) 

To MELLON NATIONAL BANK AND TRUST COMPANY 


Name. 


Addren. 


For the purpose of procuring and maiotaining credit enth Mellon National Bank and 'fnut Company, the underetened aubmiti thia 
uifonnation and warranta it to be a true and accurate atatement of ita financial condition on the date here ^low written The underaigoed 
further agrees that if any change occurt arhtch would siatenally lessen its meann or ability to pay all claims or demands against ft, the 
undersigned «nll immediately and without delay notify the taid Bank of aueh ehange in Us financial condition, and until auch notification 
has be en received, the Bank may continue to rely upon the information hereingiven ai a true and accurate statement of the financial 
condition of the undersigned 

FINANCIAL INFORMATION FURNISHED AS OP CLOSE OF BUSINESS (Month) (Day) 19 


I ASSETS 
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IHHMUZEimiliiiMHil 




i Cash cn hand and in Banks 




Notes payable to Banks 




ilai>a-aiT..»iiTiiN»eiijj^.[a!nii 

[■■■I 
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iMBH 

^Bl 


Luted Securities— see schedule 
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■■ 
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Unlisted Seeuritiea— ce« schedule 




1 Notes payable to relatives 




Accounts and Notes Receivable 

Due Itom relatives and friends 








Accounts and bills due 








Accrued Uses and interest 








Accounts and Nates Receivable 
Doubtful 




Mortgages payable on Real 

Estate— sa schedule 




Real Estate owned— see schedule 
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Chattel Mortgages and other 




Real Estate Mortgages owned 




Liens payable 

Automobiles 



mi 

lESfflEllSIBIIimHHBBBl! 



. 
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CJS V of Ufa Insurance 



nn 
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Otfwr ossafa > itamfsa 
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!■■■ 





. 




!■■■ 
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BH 


n M J| Al.w aV ;k 
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11 TOTAL ASSETS 


BH 


1 TOTAL LlAB AND NET WORTH 

— 








Business or Oeeupation Age 


Dividends and interest 1 

Partner 0 * ofTirer in any other venture 


Other Income— Itemise $ 

Married Children — 


Sincte Denendcntt 

TOTAL S 


1 


GENERAL INFORMATION 

As endorser or comaker $ 

Are any aiscts pledged? ■— 

On leases or contracts $ 

Arc you defendant in any auits or 

Irval actions? . 


Provision for Federal Income 

Are tlierc any judgments unsatisfied 

against you? - . 

Other special debt $ 

Have you ever been tlirougii bankruptcy or made 

aetUement wilhereditoii? — 



CM t RCv >faa 


(SCHEDULES ON REVFHSF. SIDE) 

UAVE NO BLANK SPACES INSEK1 « 0»0 "NONr IN ABM NIB DE ANY AMOUNT 
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chasts, the disappearance of the principals, are planned months ahead bj 
the business moron who matches his efforts against the knoulcdge of 
the expenenced credit man and the perseverance of the Federal nua 
mvestigaung service 

Figure 34B Personal Statement Form for Individual Borrowers of 
the Mellon National Bank and Trust Company, Pittsburgh, Pa 
(reverse) 

MELLON NATJONAL BANK AND TRUST COMPANY 



“Studies of fraudulent failures appear in a pamphlet, Signj of the Tnntf, and 
mudulent fires in ReUttwy of the Moral Hazard, both by Roy A Foulke (Ne^" 
York Dun & Bradstreet, Inc- ioj 8 and 1040 resnectivelv) 




Figure 35 A Statement Form of the National Credit Office, Inc. 

{front) 

FINANCIAL STATEMENT SUBMITTED TO NATIONAL CREDIT OFFICE, INC 


Nam#* 

— —Business. 




Street and No - — — . — — . — — — . 

— —City , 

_Zone— 

- - 4tate 


(Dwner — Partners — Officers and Directors 

Title 

% Ownership 

In charge of 



o 


STATEMENT OF (DATE) 


19S 


o 


ASSETS 

CASH IN BANK - .$ — 
ON HAND _ $ 


U S GOVERNMENT SECURITIES ' 

RECEIVABLES for Mdse Sold (oCustomersj 
(Age on opposite page) ! 

ACCOUNTS 4 1 


Less Res for 
Discounts S— 

Less Res. for 
DoubtfuI.~~> . 4. 


NOTES & TRADE ACCEPTANCES 
(Less $ — - 1 ■ - discounted) 

DUE from FAaOR or FINANCE CO 


PHYSICAL INVENTORY OF MDSE. 
(Valued at lower of Cost or Market) 


Raw Materials...,- 4~ 

In Process $- 

Finished Mdse 4«. 


CURRENT ASSETS 

Due from Partr>ers Officers or Employees 
Due fr&n Affiliated or Assoc Companies 

LAND & BUILDINGS $ 

Less Depreciation ^ 

MCHY EQUIP. 

FURN & FIXT _ 4 


Less Depreciation 

INVESTMENTS (Describe on opp page) 
PREPAID & DEFERRED 


TOTAL ASSETS 


LIABILITIES 

ACCOUNTS PAYABLE 


DUE TO CONTRACTORS (without 
offset) - 


UNSECURED LOANS PAYABLE 

To Banks— — 

To Partners or Officers. 

To Others— — — . 


SECURED LOANS PAYABLE 


ACCRUED WAGES & EXPENSES-- - 

TAX£$~-Accrued and Payable 
8 Withhold ng & Payroll - — . 

b Federal & State Jncome... 
c All Other 


RESERVE for Income Taxes since last 
closing 

MORTGAGE— DEFERRED DEBT— 

Doe within 12 mos-— . — — — 


CURRENT LIABILITIES 

MORT<V\CE-DEFERRED DEBT— 

Due after 12 rnos — — . 


LOANS SiAordmafed until— 


w(date) 


TOTAL LIABILITIES 


IF CORPORATION 
Capital Stock Pfd 4-- 

Capital Stock 

Common 4— 

Capital Surplus — 4— 
Earned Surplus. 4— 
Deficit (red) — 


CORPORATE PARTNERSHIP, 
or INDIVIDUAL- NET WORTH^ 

TOTAL LIABILITIES Cr CAPITAlI 


DEPOSITORY BANKS. 


INSURANCE— Fire Mdse $ Bldg. & Fixt 5 

Use Cr Occup $ . Burglary $ . Life. Benefit 

Business $ — — on 


ACCOUNTANT — Was abwe statement prepared by an outside ac- 
countant? Yes □ NoD IsheCPA’Q RegisterecPD Ltcensed?D 
Accountant s Name 

On what date are your books 


LIST PRINCIPAL SUPPLIERS ON REVERSE SIDE 


183 








Figure 35B Statement Form of the National Credit Office, Inc 
{reverse) 
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A continuous record of each official in a business enterprise will indi- 
cate a high degree of moral responsibility or irresponsibility. The ante- 
cedent record of a newcomer to an enterprise under investigation will also 
indicate his experience or inexperience in this particular type of business. 

Figure 36 Accountant’s Supplementary Information Blank of the 
National Credit Office, Inc. 

ACCOUNTANTS SUPPLEMENTARY INFORMATION 

Relating to the attached financial statement as of - (date} 

Issued t»y - - A ddm tt 

A, Do Ihi £guf»3 en fh'S rfiftmtnf tgrto wfjA tf>t figufvt in your rtpcii: 

8. Did you confirm following ttam by dirtct eorretpondenc*: 

b Cojlt Yet — No — -4. Oue from Con#factort_Y** No 7. Du* fo Catrfraefo«__r**^ Na 

Z Aceoorrti R«c*;yabU .Y«i — No — S. Acccunh P*yabU __Y*»-_ No 8. (discrsb*) _Y« No 

3. Cortomen Notes and Acc*ptancas^Y*t_ No__ L, Notes Payable v«. No— 

Deten'b* any otber method used and relate to the item _ 


C. ACCOUNTS RECEIVABLE 

1. Dees aging agree with your report? Yau__ No— If not. give aging below (or merchandita thipped t» cuttemart: 

Month* - 

of $ 

shipmant: . <- — 

Poor Month* — -- - - - <- -- 

Total 

2. In your opinion, I* provijlon for bad debt* adaguata: Yat— N^. If no epintoe, eTplaSiii . __ _ _ . 

3. In your opinion, I* retarva for discount* adaguata: Ya^— Mo— If no opinion. «.»plAU . _ . _ _ — _ _ 

4. To your tnowladge, have any reeaivablat been told, pledged or attignad during the year Tmmadiataly preceding the ctatemant date: Y» * — Na — 

If ye*, •■‘ft-***- — — ■ _ 

5. To your Inowledge, do Account* Receivable Induda any amounts due from lubtidiary or alTiliatad eeneem*; Yai N « — 

Do Aeeeunts Racaivable Include any Individual accounts owing In exeat* of 2S% of the nat worth shown on attached Rnandal rfafemenh Yct^_ No.^ 

If yatfStale *wi«.tnt t _ awd wumbAr - - _■ ^ 

D. MERCHANDISE INVENTORY 

(. Did you observe and test the count of the phytical inventory guatdlfle*: Yei— No— 

If no, (fate how .. 

Z If not venflad, was datalled Irttlog of Inventory submitted to you: Yei— No__ I* copy of original irTventory listing in your possession: Ya^_. No — 

3. How was the inventory prf.»»gl? _ _ _ — ■ ■ 

4. Did you test the Inventory e* to prices: Ye*^_^ No ; Arithmetical Accuracy: Yet—, No 

5. To your knowledge, hat any fflardiandlse bean pladged a* eellataraf during tha year ImrneJiefefy preceding statamarrt data; Yn—^ Na- 
if yes, - _ _ — — ■ ... - I' ' ■- 

E. INVESTMENTS — Detcriba - .— 

P. GENERAL 

1. Are you a Certified Public Accountant: Y* * No— What How often do you audit the boob?.^ — — ■ 

2. Have all aipansas end tax llabintlai known to you bean accrued: Ya^_ No — 

3. Does the ftatamant Include all auats and liebll/tia* known to you; Ya^^ No — Ercaptlons * ■■■ 1 ■ ■■ 

Ptplatw _ - — — 

4. Do you know of any materiel contingent llablfitias: Ye^^ No.^_ firpteln * - . ■■ - — 

5. Tax doling _ _ lj*t taxable year examln«d by Internal Revenue Service ' .. . — . ■ — 

6. If dlent is not Incorporated, state amount you believe will be withdrawn for personal Income taxes of principal or partners on income aamad to statement 

date and not shown In sfafamenf; f — 

7. Other comments, If an y _ _ . . . — — — - .1 1 ■■■ — ' 


TO NATIONAL CREDIT OWCE. INC 

The above Information is In answer to your Inquiry regarding the attached Rnandai statement of my/eur dlent as of fha date shown. 


1 


(Rrm Name cf Aecoutanr] 


(SJunaruT* ef l»d>r;Uv*! A»tti«vi*»g » 5u") 


j Dated. 


ST 18-57 


national credit OFRCE, INC, • TWO PARK AVE NEW YORK 16. N. Y. 
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An individual v. ho has operated a Turkish bath for ten years n ould hardly 
be expected to have a trained capaatj for operating m the coat-and suit 
trade or running a Broadw ay nightclub Thousands of business liquida- 
tions occur each y ear because of the casual manner m which men enter 
into ty-pes of business operation for which their previous careers had 
gi\ en them little practical background 


Method of Operation 

The second step is to determine whether the concern is a manufacturer, 
wholesaler, importer, exporter, retailer, contractor, or commission mer- 
chant, and to obtain a dear conception of its operating methods The 
mark up on cost of goods sold by a representaos e w holesale grocer might 
be 12 per cent, and by a retail grocer, around 22 per cent The whole- 
saler might sell on thirty day terms, and the retailer, largely on cash terms 
TTicse differences m the method of operaoon are naturally reflected in 
the figures In the case of the wholesaler, the size of the receivables 
w ould be quite important, but m the case of the retailer, there w ould be 
a small amount, if anything, in receivables 

Preparatory to any analysis, the analyst, therefore, should know the 
terms of sale and credit, the class and number of accounts sold, the terri- 
tory covered, and any vanauons from the ty pical method of operation 
If the terms of sale are unknown, there is absohuely no basis with w hich 
to compare the average collection period Again, if a manufacturer of 
men’s shirts sell two thousand scattered retail accounts, the business 
might be less vulnerable than, if the same volume of merchandise were 
sold to twenty -five mail-order houses and chain stores and a hundred 
larger department stores Furthermore, if the terntory’^ covered is not 
knowTi, then there is no basis for rapid reasoning when calamities, such as 
Vromcanes and floods, hit a territory 


Names of all Subsidiary Corpotalions 

The third step is to ascertain the names of all subsidiary and affiliated 
compames A cham is no stronger than its w eakest link Weaknesses have 
often been concealed by loading poor busmess on weak subsidianes and 
by offsetting gams against losses m consolidated statements 
A subsidiary is nothing more or less than a corporation, the majon^' of 
whose \ oang stock is owned by another corporation Most of the larger 
industrial concerns have numerous sul^dianes, but the outstanding ex 



INTERPRETATION OF THE BALANCE SHEET 187 

ponent of this modem American financial, conspicuously legal, and far- 
flung economic instinct has been the nmical public utility holding 
company.^2 

If a balance sheet bears such a heading as “General Motors Corpora- 
tion Condensed Consolidated Balance Sheet" or “National Steel Corpo- 
ration and Subsidiaries, Consolidated Balajice Sheet," then the corporation 
obviously has subsidiaries. The words “consolidated balance sheet” mean 
that and nothing else. So, as soon as a consolidated balance sheet appears, 
a list of the names and addresses of all subsidiary units should be obtained. 
Whether there is only i subsidiary, or loi, makes no diflPerence: that list 
should ahvays be secured. 

If a corporation has loi subsidiaries, possibly the assets and the liabilities 
of only 50 have been consolidated, the interests of the parent company in 
the other 51 being carried among the assets in an “Investment” account. 
In this event the list of subsidiaries should be obtained in two divisions, 
the first containing the names and addresses of those subsidiaries whose 
assets and liabilities have been consolidated, and the other containing the 
names and addresses of those that have not been consolidated. 

Even when the heading of the financial statement does not contain the 
words “consolidated balance sheet,” the corporation may still have sub- 

Public utility holding companies, with their unusual and unique intercompany 
relations, came under the exacting regulations of the Public Utility Holding Com- 
pany Act of 1935 and under the supervision of the Securities and Exchange Com- 
mission. This act became a Federal law on August 26, 1935. Section 1 (a) gave five 
reasons why “Public utility holding companies and their subsidiary companies are 
affected with a national public interest.” Of these five reasons, two had to do with 
subsidiaries; these read: “. . . (i) their subsidiary public-utility companies often 
sell and transport gas and electric energy by the use of means and instrumentalities 
of interstate commerce,” and (2) “their practices in respect of and control over 
subsidiary companies often materially affect the interstate commerce in which those 
companies engage. . . .” Section Kb) pointed out that “the national public interest, 
the interest of investors in the securities of holding companies and their subsidiary 
companies and affiliates, and the interest of consumers of electric ener^ and natural 
and manufactured gas, are or may be adversely affected,” by five different sets of 
circumstances. Two of these sets of circumstances also concern subsidiary umn 
indicating why the names of all subsidiaries should be obtained prior to the analysis 
of any figures: “. . . (i) when subsidiary public-utility compames are subjected to 
excessive charges for services, construction work, equipment, and materials, or enter 
into transactions in which evils result from an absence of arm s-length bargaining 
or from restraint of free and independent competition; when service, management, 
construction, and other contracts involve the allocation of charges among subsidiary 
public-utility companies in different States so as to present problems of regulation 
which cannot be dealt with effectively by the States; and (2) when control of sub- 
sidiary public-utility companies affects the accounting practices and rate, dividend, 
and other policies of such companies so as to complicate and obstruct State regw 
lation of such companies, or when control of such compames is exened through 
disproportionately small investment,” then the interests mentioned in the first part 
of this paragraph may be adversely affected. 
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sidianes In this case the heading is not sclf-cxplanatoxj The corporaaon 
ma\ have one or ten subsidiaries and not consolidate their assets and 
habilines, merelj canning the interests m these \ anous units in the assets 
as an item of ‘ Imestments ” However, if a balance sheet does not contain 
in Its heading the m ords consolidated balance sheet,” and if the assets do 
not contam an item of ‘ Investments,” rfien one ma\ feel reasonably assured 
that the corporation has none of these modem appendages nhich more 
dian an) dung else haie tended to make the financial condraons and 
responsibilities of some corporations deep m)Stcncs to the banker, the 
investor, the speculator, and the credit anal)st. If there is an item of 
“Investments ” the anah’st must dig deeper in the manner onthned m the 
fifth step on page 197 

When the hst of subsiduncs is secured, eicrj effort should be made 
to obtam their mdmdual finanaal statements, iihich are as essential for 
a complete analj sis as the consolidated statement. In complex corporate 
s)stems the subsidiaries, m turn, maj have subsidiaries, children, grand 
children, and great-grandchildren, first cousins and second cousins. A 
chart of the corporate s)stem Mill assist the anal)st m ferreting out the 
essential data. 

Inditndual figures of the parent compan) and of each subadiaiy unit 
are inranabl) essenoa! in etaminmg thoroughly the credit soundness of 
an) enterprise uith various strata of underlying units Individual financial 
statements showing ae ups m stock interests and the amounts due to 
and from each other mvanabli arc comamed in complete audits made by 
accounting firms Smee the passage of the Secunnes Act of 1933 and the 
Secunaes Exchange Act of 1934, the names of these underlying units 
have been made available m registrapon statements and prospectuses not 
only to bankers but also to mercantile creditors investors, and the general 
public on practically every corporation that has offered its securities to 
tb/i pjfebc. Tb/t wdornntwm ts avtrAsfeit m the Tasting crrcdais that 
must be filed before Iisong pniDcges arc granted by national security 
exchanges OnI\ the names of subsidiaries howeter, are generally avail 
3ble— not their mdindual financial statements, and in many cases not even 
their addresses 


Posting on Comparative Statement Sheet 

The fourth step is to tran^jose the figures from the balance sheet, as 
receit ed from the appbeant for a loan, to an especially prepared compara 
live statement form Often jt is necessary to combine several similar 
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items, such as “Due from Officers” and “Due from Employees,” into one 
more general item, such as “Due from Officers and Employees” or “Mis- 
cellaneous Receivables.” The practical objective is to take any balance 
sheet, no matter how lengthy or how complicated, and to combine similar 
items under five primary groupings: “Current Assets,” “Other Assets,” 

Figure 37A Comparative Statement Blank of Dun & Bradstreet, Inc. 

(front) 


DUN & BRADSTREET, Inc 
COMPARATIVE FlNANaAL STATEMENTS 
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“Cxirrent Liabilities,” “Deferred LiabiUnes,” and “Capital Stocks and 
Surplus ” In this way the figures to be analyzed will be relatively few in 
number and will be in a comparative form when there are two or more 
financial statements 

If there are two or more balance sheets, the comparable items in each 


Figure 37B Comparative Statement Blank of Don & Bradstreet, Inc. 
{reverse) 




Figure 38 Comparative Statement Blank of the Irving Trust Com- 
pany, New York City 
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wUI be on the same Ime, thus maUng a running honzonial comparison 
relamely eas} Figures 37A B and 38 give two such comparaave state- 
ment forms A third appears in the credit file between Chapters I and 11 
The figures from the oldest balance sheet posted on the comparanve 
balance sheet form in this credit file arc placed in the column marked 
‘ E,” and succeeding balance sheets follow in chronological order The 
blank spaces in the left hand atle column are available for items peculur 
to one concern, such as the “Cish Surrender Value of Life Insurance,” 
“Advances to Mills,” or “Minontj Interest,” which may be inserted in 
longhand 

Posting a comparative statement form is not quite so simple as just 
copying figure from one sheet of paper to another This analytical process 
begins to take on the refined attributes of European international pohacs 
when an audited financial statement of one concern carncs “Cash Sur- 
render Value of Life Insurance” as a current asset, while an audited state- 
ment of another concern carncs this identical item as a slow asset, or 
when “Loans Due from Subsidianes” is earned as a current asset by one 
auditor and as a slow asset by another, or when the current instalment of 
a senal mortgage is earned as a current liability b\ one auditor and never 
segregated from the total outstanding mortgage by another 

Accounting practices are slowly but gradually headed for a high degree 
of uniformic) by industries The> have improved as a result of the better 
listing requirements of the New York Stock Exchange, the work of trade 
associauons, the forms prepared by the Federal Reserv'c System, the actni 
ties of the Amencan Accounting Associanon, the publication of research 
bulletins by the Amencan Institute of Certified Public Accountants, and 
the accounting regulations of the Secunties and Exchange Commission 
Nevertheless, manj important problems still receive bctle uniformity of 
treatment bj the accounting profession 

The schedule for classifying balance sheet items (pages 193-196) was 
prepared from experience m posting man> thousands of financial state- 
ments m almost every line of commercial and industrial activity and from 
every state in the Umon This classification shovvs not only which items 
are current (1 e , a current asset or a currait liability ) but also w hich are 
intangible As explained in the preceding chapter, any intangible item 
m the assets must be deducted from the sum of preferred and common 
capital stocks, surplus and undivided profits, to arrive at a figure repre- 
senting “Tangible Net Worth ** There are accountants and business 
specialists who differ on one or several items, but this classification has 
generally proved to be conservative, effective, and reliable from the points 
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Figure 39 Guide to Classification of Balance Sheet Items 

{page i) 
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* Securities (stocks and bonds) listed on a national security exchange or which 
have an active over-the-counter market may be classed as current if readily market- 
able and valued not in excess of market. An exact list of these securities should be 
available to the banker who is examining the risk. Other securities, except Federal 
and state bonds, should be classed as non-current. 

United States Government and state bonds may be classed as current when they 
are separately listed, regardless of whether or not the basis of valuation is known. 
This exception is made because the market price of these bonds varies only mod- 
erately from time to time. In conservative accounting practice, however, municipal 
securities should be valued at the lower of cost or market on statement date. 

When securities listed on a national security exchange and United States Govern- 
ment bonds are grouped in one item, and the basis of valuation of the item as a whole 
cannot be ascertained, the grouped item should be treated as non-current. 

Any security that is held for the purpose of controlling an interest in another 
corporation, and not as a short-term investment, should be carried as a slow asset. 

t It is not unusual for a reserve for contingencies to be set up to obscure a definite 
liability or as a hidden valuation reserve. Where the item is an actual liability, the 
reserve should be classed as current. Where the item is a valuation reserve, as against 
inventory fluctuation, the sum should be deducted from the inventory figure in the 
assets, and the net inventory figure carried as a current asset. Where the item is a 
real reserve to meet some possible but not definite or clear obligation sometime in 
the future, such as a guaranty on the goodness, the life, or the performance of a 
product, it should be classed as a non-current (slow) liability. 
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Figure 39 {Contmued—page 2) 
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Figure 39 (Contwued—page 5) 
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Fignre 39 {Contmued-psge 4) 



of of bankers, cre<Lc men, awjuntants, secun^ underwTiters, 

brokers, and ofEcials of business enterprises Though by no means com- 
plete, this schedule contains all the more commonly used items and 
mar^’ others 
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Explanations of Particular Items 

The fifth step is concerned with additional information about particular 
figures in the financial statement. For instance, whenever a balance sheet 
contains an item of “Investments,” an explanation— and a complete explana- 
tion, at that— must be obtained from the operating management or the 
accountant, because no one on this side of paradise, except the intimate 
members of the administrative staff, one or two members of the account- 
ing department, and the auditors, could possibly have any idea of what it 
stands for. This item may represent any combination of the following 
interests: (i) controlling stock interests in one or several subsidiaries; 
(2) minority interest in other corporations; (3) investments in listed or 
over-the-counter securities; and (4) investments in corporations made for 
trade purposes or accepted in reorganizations.^® 

Study of Investments.— Even after a complete breakdown of an “Invest- 
ment” item, the information essential for credit analysis is still incomplete. 
The basis of the valuation of each item must then be obtained. For instance, 
suppose an “Investment” item is carried in a balance sheet at $800,000 and 
has been broken down as shown in Figure 40 on page 198. 

When given this schedule, the analyst must find out why the securities 
of the Carmel Candy Corporation are carried at $20,000, the securities of 
the Dunfran Sales Corporation at $60,000, and of Yaser & Co., Inc., at 
$80,000. These securities might be carried at cost or at book value, depend- 
ing upon the accounting practice used. The stock in the Carmel Candy 
Corporation might have cost $20,000 ten years ago, and today a balance 
sheet of that corporation might show a tangible net worth of $100,000. 
Or, on the other hand, it might show a tangible net worth of only $2,000 
and a bankrupt condition. If the book value is $100,000, the investment 
is naturally and wholeheartedly undervalued. Finally, the book value— 
that is, the tangible net worth— might be exactly $20,000, in which case 
everything is shipshape. The same situation is true with the investments in 
Dunfran Sales Corporation and in Yaser & Co., Inc., with those in the two 
corporations in which minority interests are held, Webb-Sull Co., Inc., 
and Frederick Jobbers, Inc., and with the various concerns in which finan- 
cial interests are held for trade purposes. 

“Investments in Marketable Securities” must be analyzed in a similar 
manner after obtaining a detailed list of the securities and the value at 

Prior to 1933, when the New York Stock Exchange carried on extensive corre- 
spondence with the officers of Allied Chemical and Dye Corporation, some cor- 
porations even carried their own treasury stock under ‘ Investments. 
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which each is earned These secunnes might consen ativel) be earned at 
‘cost or market whichever lower” On the other hand, the eost basis 
might be cmplojed, and the market \alue might be $100000 or $200000 
tinder or over tl^ figure “ 

Even an investment of onl) one dollar should never be o% erlooked m 
the investigation. The analj-st can no more forget about that dollar than 
an anator can forget which waj the wind is blotvmg when he is trying 


Figure 40 Breakdown of an Im cstment Item mto ( i ) In 
vestments in Subsidiaries (j) Mmontj Interests, and (j) 
Miscellaneous Investments 
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for a three point landing In one case a situation came to light wherein 
the one dollar represented the controllmg stock interest m a corporation 
with a tangible net worth of $26000, to which the parent corporation 
(being mscstigatcd) had advanced $76000 The subsidiary was headed 
for bankruptcy, and the $76 000 advance was gone completely 
One of the most important itioms to follow in the analy'sis of balance 
sheets is never to overlook an Investment item Alw ay s find out as fully 

In preparing their annual scatements, practically all insurance companies, soci 
coes, and assocunons use values nven in Valtauon of Seetmttes This book is issued 
in January of each year by the C^ninuttee on \ aluaaon of Securities of the National 
Association of Insurance Commissioners. It shows the values to be used in the state 
ments as of December 31 of the preceding year for practically all of the bonds and 
stocks owned, or used as secun^ for loans from insurance ccmipames. The mtro- 
duenon of the December 31 1938 issue of this book contains the following state 
*^ent aluaaon for all shocks and bonds shall be the market qootauon as of 
December i 1958 (or the latest quotation pnor thereto if a December 31, 1958 
quotanon ts not available} excepting that for bonds secured by the full faith, credit 
and taxing power of poliacai subdivistoas of the Dotmiuon of Canada which are not 
in default as to prmapal or interest on December i 1958 the Association value 
shall be the amortized value at December 31 1938 ” 
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as possible what the item represents, how the component parts are valued, 
and what the actual current economic value of each part really is. Then 
only is a solid basis for deduction really at hand. 

Study of Various Miscellaneous Receivables and Payables.— K second 
group of items requiring thorough analysis might bear any one of the 
following captions: 

Miscellaneous Receivables 

Due from Officers and Employees 

Due from Subsidiaries 

Due from Subsidiaries and Affiliates 

Due to Officers and Employees 

Due to Subsidiaries 

Due to Subsidiaries and Afiiliates 

These items ordinarily have one thing in common; that they do not 
arise in the regular course of business. Miscellaneous receivables might 
arise from loans, from intercompany sales, or from the sale of fixed assets 
and other items not normally carried in the inventory. The account carries 
no real meaning, however, until a full explanation is obtained as to how 
much, if any, is due from officers, employees, subsidiaries, affiliates, and 
other enterprises. Then after such a breakdown is obtained, the experi- 
enced analyst goes three steps farther and learns ( i ) how each particular 
transaction arose, (2) when payment is due, and (3) the financial responsi- 
bility of the debtor, so that some logical deduction may be drawn as to 
whether the asset is likely to remain unchanged or to change only a little 
in the near future, or to be liquidated shortly and paid in full. 

How did the item “Due from Ofiicers and Employees” arise? Does it 
represent advances that are being paid off weekly or monthly, or does it 
represent an item that has remained frozen for several years? Does the 
ability to repay depend upon increased salaries or dividends from the 
concern itself? Loans and advances of this nature which turned into bad 
debts have crippled many business organizations. What is likely to occur 
in the particular case? 

The same procedure must be followed in getting behind the items “Due 
from Subsidiaries” and “Due from Subsidiaries and Afiiliates.” The analyst 
must also ascertain whether these accounts represent monetary loans or 
merchandise sales. In the case of loans, he must ascertain further the use 
made of the funds by the subsidiaries or afiihates. Advances may be used 
to carry merchandise and receivables through the peak of a season and 
may be repaid as the receivables are collected. On the other hand, the 
funds may be used to enlarge a factory and may be repaid only out of 



200 INTERPRETATION OF FINANCIAL STATEMENTS 
eammgs, as, if, and when earned There have been items of “Due from 
Subsidiaries” that have remained unchanged m amount for fifteen years on 
the books of a parent corporaoon and that may remain unpaid for fifteen 
years more, and, on the other hand, many such loans have been retired 
penodicallj after the peak of a season 

The situation is reversed when the analyst faces such items as “Due to 
Officers and Employees,” “Doe to Subsidiaries,” and “Due to Subsidiaries 
and Affiliates ” How and why did each item anse^ Did the corporation 
need funds that could be obtained only from these unusual sources’ Are 
parts of the salaries and the wages being paid by interest-bearing notes, 
or have heavy dividends been declared but really left m the business as a 
current liability’ Did the parent corporation need funds and so draw upon 
the subsidiaries and affiliates’ Have the loans remamed with little or no 
change from year to year, or are they paid off in full periodically’ Is 
the amount due for the purchase of merchandise, and, if so, are these 
purchases made on regular or special terms and then paid on those 
terms’ 

No fact, no clue, no explanation should be overlooked The analyst 
must obtain as much information as possible about the various assets that 
are not clear by their very caption, m order to form an independent and 
enlightened opinion regarding their actual value Accountancy, after all, 
IS not an absolute profession This fact has nowhere been emphasized more 
clearly than in the following excerpt from a report prepared m 1932 by 
a committee of the American Instirute of Certified Public Accountants, 
which pointed out the difficulties inherent in the accounting practice of 
big business Since then these problems have grown larger 

In an earlier age, when capital assets were inconsiderable and business units 
in general smaller and less complex than they are today, it was possible to 
value assets with comparative ease and accuracy and to measure the progress 
made from year to year by annual valuations With the growing mechaniza- 
tion oi industry, and with corporate organizations becoming constantly larger, 
more completely integrated and more complex, this has become increasingly 
impracticable From an accounting standpoint, the distinguishing character 
istic of business today is the extent to which the expenditures are made m one 
period with the definite purpose and expectation that they shall be the means 
of produemg profits in the future, and how such expenditures shall be dealt 
with m accounts is the central problem of financial accounting How much 
of a given expenditure of the current or a past year shall be carried forward 
as an asset cannot possibly be determmed by an exercise of judgment m the 
nature of a valuation The task of appraisal would be too vast, and the vari- 
ations in appraisal from year to year due to changes in price levels or changes 
m the mental attitude of the appraisers would in many cases be so great as to 
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reduce all other elements in the computations of the results of operations to 
relative insignificance.^^ 

These explanations of how to analyze such items as “Investments” and 
“Miscellaneous Receivables” have been outlined merely to give a picture 
of the approach to the sixth step in preparing figures for analysis. What 
does the item mean? How is it valued? What is it really worth? These are 
the typical foundamental questions which must be asked about most of the 
assets in balance sheets. AVhen the answers are not obtained, the analysis 
at times degenerates, notwithstanding extreme care, to guesswork. So when 
any other items appear that are not self-explanatory— such as “Riparian 
Rights,” “Will-Call Receivables,” “Due from Factor,” “Organization 
Expense”— the analyst must without exception seek the answers to these 
three pertinent questions. 

Study of Trend of Comparative Figures 

The sixth step is a study of the comparative figures from one year to 
another, as posted on the comparative statement form. This process is 
known as “comparative statement analysis,” and particular attention is 
given to unusual fluctuations, especially between the figures of the last two 
years. An explanation for these fluctuations may be sought from the active 
management. An increase in tangible net worth may result from undis- 
tributed profits, a write-up of property assets, or additional funds invested 
in the business. On the other hand, a decline in tangible net worth may 
be caused by an operating loss, dividend disbursements in excess of current 
earnings, or a write-dovm in propert)^ assets. Similarly, an increase In 
inventory may have been planned to take care of greatly increased net 
sales. On the other hand, inventor)’- may be piled up because of decreased 
sales or in anticipation of higher prices. Each explanation carries a diflPerent 
meaning to the experienced credit analyst. Besides each individual item 
on the current balance sheet, the net working capital, net sales, net profits, 
and dividends or withdrawals should be surveyed and compared with the 
corresponding figures of the previous year. When the variation is large, 
additional information should always be obtained. The information secured 
in this manner is absolutely essential for a comprehensive analysis of the 
figures. 

Report of Committee of American Institute of Certified Public Accountants on 
Cooperation with Stock Exchanges on Value and Limitations of Corporate Accounts 
and General Principles for Preparation of Reports to Stockholders, George O. May, 
chairman, rendered September 22, 1932, p. 4. 
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INTERNAL ANALYSIS 

Internal analysis is the process of measuring the relative size and im- 
portance of strategic items or groups of items m a finanaal statement. The 
object of the analysis is to determme whether the receivables, the mven- 
tory, the fixed assets, the paj ables, the sales, and the profits are m satis- 
factory proportions Explanations have already been obtained from the 
management of the reasons for subscanml mcreases or decreases in these 
same items between the last two fiscal balance sheets and, whenever 
possible, smee the issuance of the last fiscal balance sheet When one or 
more items are out of line, the analy st is warned of a w eakened or w eak- 
emng finanaal condition Recognized in time, this condition may often 
be corrected by an aggressive management or by the insistence of an 
interested banker If timely action is not taken, the mevitable result is 
difficult operations bankruptcy, or voluntary hquidation 


Ratios 

Fourteen comparisons of speafic items and groups of items should m- 
vanably be made in the internal anaUsis For convenience, these ratios 
may be divided into five family groups 

1 Capital ratios 

a Fixed assets to tangible net \v orth (per cent) 
b Current debt to tangible net worth (per cent) 
c Funded debt to net w orking capital (per cent) 

2 Inv entory ratios 

a. Net sales to inventory (times) 
b Inventory to net working capital (percent) 
c Current debt to inv entory (percent) 
j? Sales ratios 

a Average collection period (days) 
b Net sales to tangible net w orth (times) 
c Net sales to net w orking capital (times) 

4- Net profit ratios 

a Net profits on net sales (per cent) 
b Net profits on tangible net w orth (per cent) 
c Net profits on net vv orking capital (per cent) 

5 Supplementary ratios 

a- Current assets to current debt (omes) 
b Total debt to tangible net worth (per cent) 
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A comprehensive discussion of the importance and significance of these 
ratios is worthy of a volume in itself.^® Obviously, excessive fixed assets 
weaken a financial structure by bringing excessive depreciation charges 
into the income account and by cutting into the necessary amount of net 
working capital. A concern with top-heavy liabilities is likewise in a 
weakened condition to be tossed about by the winds of the business 
world. When net working capital is exceeded by the funded debt, all of 
the concern’s own capital is tied up in non-liquid assets, and operations 
are carried on from day to day on borrowed funds. This condition may 
increase the burden of interest and amortization charges beyond the 
varying profit limits and lead to financial difficulty. Each of the other 
groups of ratios plays a part in revealing ailments and in suggesting suit- 
able remedies to the skilled analyst. 

Typical ratios will naturally vary materially in different lines of business 
activity and under different phases of the business cycle. Because of 
differences in the products produced or handled, the extent of manu- 
facturing and housing facilities, marketing methods, competition, and 
other factors, no two industries or companies are exactly comparable. 
For instance, a comparison of the annual net sales to the closing inventory 
which would give a figure of lo times would be high for wholesalers of 
hardware and retailers of men’s and boys’ clothing, lines of business 
activity that might normally have a figure between 3.5 and 4 times, and 
low for wholesalers of fresh fruits and produce, which might show a turn- 
over of 25 to 35 times. 

A comparison of the aggregate value of fixed assets to the tangible net 
worth shows similar diversity. A ratio of 30 per cent would be excessive 
for a converter of cotton piece goods, which requires only a nominal 
investment in furniture and fixtures. This same ratio would be admirable 
for a manufacturer of paper, which requires large mills, immense machin- 
ery, and, in some cases, extensive holdings of timberlands. Then, within 
each industry there are naturally wide variations in particular ratios from 
one business enterprise to another, because of differences in managerial 
foresight, knowledge, and experience. 

Although this is so, an attempt has been made to summarize into definite 
guides the relationships that must normally be observed for the profitable 
and healthy operations of commercial and industrial business enterprises. 
"Where the financial set-up of a concern varies widely from one or more 
of the relationships outlined in these summaries, the enterprise is not neces- 
sarily headed for financial difficulty, but it is an indication that the man- 

See Roy A. Foulke, Practical Financial Statement Analysis (5th ed.; New York: 
McGraw-Hill Book Co., Inc., 1961). 
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agement needs to go o\ er its pobacs again ^nd probably to rct'amp them, 
and that the loaning banker should take an increasingly acaie and con- 
smictire interest in tiie account. 

Summary of Marginal Ratios 

At the end of this chapter are gnen fitc-jear running averages cover- 
ing three different five-jear periods for seventy lines of mdustnal and 
commercial acmity The successful well managed enterprise with its 
tangible net worth m excess of $75,000 will generally show ratios that are 
better than the average On the other hand, ratios that are qualitatively 
poorer and that w ould be mlnerable if maintained o\ er a penod of years 
may reach a strategic peak on some one fiscal statement, and then be 
brought into line bj an acnv e management which realized improvement 
was necessarj' for prolonged successful operation With this m mind, the 
following interpretations of internal ratios of commercial and mdustnal 
busmess enterprises are quoted from Behind the Scenes of Business on 
four of the groups of ratios 

Stmdierds for Capital Ratios — 

When a commercial or indostrial busmess enterprise has a tangible net worth 
between $75,000 and $250009, its operauons should be carefully analyzed if 
the depreciated value of its fixed assets is greater than two-thirds of the 
tangible net worth, or if the current debt is greater than two-thirds of the 
tangible net worth TVheti the tangible net worth exceeds $250,000, its affairs 
should be followed close!) if the deprecuted value of its fixed assets totals 
more than three-quarters of the tangible net worth, or if the current debt is 
greater than three-quarters of the tangible net w orth 
In no case should the funded debt be laiger than the net working capital 
These three comparisons of balance sheet items are outstanding signposts 
of financial strength, credit stability, and business health-'* 

Standards for Imentory Ratios — 

When a manufacturer, a jobber, or a wholesaler is operanng on a tangible 
net worth between $75,000 and $250000, extreme care should be exercised, 
even though the ratio of net wies to inventor) seems in satisfacTory relation- 
ship, if the mv enter) is greater than tvio-thirds of the net working capital 
When the tangible net worth exceeds $150000, the mventor) should be no 
greater than three-quarters of the net working capital 
In a retail business with a tangible net wonh m excess of $75,000, the mven- 
tory should be no larger than the net workmg capital An excessive mventor)' 
IS a material drag and often results m heav) unexpected and untimely losses 
•'Roy A Foulke, Behind the Scenes of Business (rev ed , New York Don Sc 
Bradstrect, Inc^ 1952) 

^*Ibtd^ p 30 



interpretation of the balance sheet 205 

due to depreciation, changes in style, perishability, and constant price fluctu- 
ations.i® 

Average ratios of net sales to inventory, of inventory to current debt, 
and of net working capital to inventory are given at the end of this chapter 
for different divisions of industry and commerce. 

Standards for Sales Ratios.— The principal net sales relationships are 
average collection period, turnover of tangible net worth, and turnover 
of net working capital. Average collection periods are given at the end of 
this chapter for various lines of business. The average collection period 
of any concern, however, should bear a relationship more to its own terms 
of sale than to some general average. Turnovers of tangible net worth 
and of net working capital rise and fall together depending upon the vol- 
ume of net sales. TVhen the sales volume is not sufficiently large, a concern 
undertrades, has too much money in the business, or assumes losses 
because of the inadequate volume of business. 

On the other hand: 

The operation of a commercial or industrial business enterprise, which is 
trading heavily, is based upon an anticipated volume of business. Forward 
commitments invariably are placed for its requirements of raw material or 
finished merchandise to handle the expected volume. If expected orders fail to 
materialize, if certain important orders already received and confirmed are 
cancelled and for business reasons the cancellations are accepted; if a strike 
occurs at its plant and the inventory continues to increase with the receipt of 
raw material; if any one of these factors happens to materialize and to last for 
a period of one to three months, then the liabilities, already heavy, must con- 
tinue to expand just at the time when the income, to meet these larger obli- 
gations, is rapidly dropping. 

That is an almost ideal combination for financial embarrassment. The ceiling 
falls and no landing place is discernible through the clouds. Funds to meet the 
increasing liabilities are lacking. In the business world, there are two indica- 
tions of stress and strain from overtrading, from great speed. These are the 
comparisons of net sales to net working capital and of net sales to tangible 
net worth. They should be watched closely, particularly as sales expand.^” 

Standards for Net Profit Ratios.— Net profits represent the end of the 
rainbow for economic activity, for manufacturing, for the buying and 
selling of merchandise. In comparative credit analysis, net profits are ex- 
pressed as percentages of net sales, of tangible net worth, and of net work- 
ing capital Each of these ratios is of primary interest, since profits are the 
basic purpose and final criterion of successful operation. However, the 
analyst must go back to the other ratios measuring liquidity and solvency 

Ibid., p. 44. See also Foulke, Inventories and Business Health (New York: Dun 
& Bradstxeet, Inc., i960). 

^°Ibid., p. 64. 
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to be assured that future earning capacitj- is not being impaired by a 
desire to show immediate profits. 

Daring the upward s%ving of the business cycle toward the peak, the 
theory, of a large volume and a small profit becomes almost a national 
motto. Such a period in our economic life is generally followed by de- 
pressed activity, when many industries-particulatly those specializing in 
the manufacture of durable products or products utilized in erecting, 
furnishing, and equipping homes, office buildings, apartments, lofts, and 
plants— arc unable to obtain a reasonable volume at any price. In many 
retail stores merchandise of lower quality^ is offered to the consumer at 
lower and lower prices. 

An enterprise managed solely on the volume and price theory generally 
needs constant watching by the officials of the business, its trade creditors, 
and its bankers. There is always the possibility of trouble in the back- 
ground through a breakdown of demand brought about by some unfore- 
seen event, the unexpected effect of a new policy, or a change in style, 
and if liabilities are heavy, trouble invariably is in the offing. A business 
concern, like the human body, must have resen’e strength available for 
every posable emergency. 

Average Ratios 

The fourteen important average ratios listed on pages 208 to 2t3 for 
seventy different lines of industry and commerce— forty-t\vo manufac- 
turers, nventy-onc wholesalers, and seven retailers— for three different 
five-year periods, give 3 fairly wide basis for comparison in analj'zing the 
internal financial condition of concerns in these particular lines of busi- 
ness. These ratios indicate the great variadons in different lines of indus- 
trial and commercial activity. Practical application of these ratios tvill be 
found in the actual cases analyzed in Chapter XXIV. Elxplanations of the 
terms used in these ratios follow: 

Average Collection Period.— Denotes number of days the total of trade 
accounts and notes receivable (including assigned accounts and dis- 
counted notes, if any), less reserves for bad debts, represents when com- 
pared with the annual net credit sales. To compute this figure, first divide 
the annual net credit sales by 365 days to obtain the average credit sales 
per day. Then divide the total of accounts and notes receivable (plus 
any discounted notes receivable) by the average credit sales per day to 
obtain the average collection period. Alternatively, the same result is 
obtained by dividing net receivables into net credit sales, and then divid- 
ing the quotient into 365 days. 
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Current Current assets consist of cash on hand and in banksj 

accounts and notes receivable for the sale of merchandise in regular trade 
quarters, less any reserves for bad debts; advances on merchandise; inven~ 
tories, less any reserves, securities carried not in excess of market, 
municipal bonds carried not in excess of market; and United States Gov~ 
ernment and state securities. Quick assets are the current assets exclusive 
of inventories. 

Current Current liabilities are all liabilities due within one year 

from statement date, including current payments on serial notes, mort- 
gages, debentures, or other funded debts. Included also are liability re- 
serves, such as gross reserves for Federal income taxes and for contingency 
reserves set up for specific purposes. Valuation reserves (such as for depre- 
ciation) and surplus reserves (such as for remote contingencies) are not 
included. 

Vixed Fixed assets are the sum of land and the depreciated book 

values of buildings, leasehold improvements, fixtures, furniture, machinery, 
tools, and equipment. 

Futtded Mortgages, bonds, debentures, notes, serial notes, or 

other obligations with a maturity of more than one year from the state- 
ment date. 

Inventory .—The sum of raw material, material in process, and finished 
merchandise constitutes inventory. Supplies are usually treated as a de- 
ferred asset, rather than as part of the inventory, for the purpose of 
credit analysis. 

Net Frofits.—'Net profits represent the income before dividends, but 
after all operating expenses, bad debt losses, inventory adjustments, depre- 
ciation, fixed charges and Federal and State income taxes. 

Net Sa/es.— The annual dollar volume of business transacted, less deduc- 
tions for returns, allowances, and discounts. 

Net Sales to Inventory .—This is the quotient obtained by dividing annual 
net sales by statement of inventory. This quotient does not represent the 
actual physical turnover, which would be determined by reducing the 
annual net sales by the percentage of gross profit, or by taking the inven- 
tory at selling prices. 

Net Working Capital.-The difference between the current assets and 
the current liabilities. 

Tan^ble Net Tangible net worth is the sum of outstanding 

preferred stock and outstanding common stock, surplus, and undivided 
profits, less intangible assets. The intangible deductions are such items as 
good will, trademarks, patents, copyrights, mailing lists, organization ex- 
penses, and underwriting discounts and expenses. 



Figure 41 pourtccri Iniportanc Ratios for Seventy Lines of Business Based upon Averages for Three Fue-Yeir Pcriodst 
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Figure 41 {Continued) 
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Figure 41 {Continued) 
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Figure 41 (Contitiued) 



S 3 S 39$ !SS 9 izs stt? xas ss: rrs 

SPS 8se SSS 8S3 3XS 3S8 SSK ^‘S9 $$8 SSZ S&K 

sgs 3S8 asi ass sss 33$ sss sss ssst ssa $$s 

S$e &S» 8S8 S83 S9Z Uss VSS tzt: it9S XXX S8K 

3 SS sxK t 8 i zes sss s»s 9&S S9X SS 8 se? 

SS5 8SB sas 522 55»S g^g SSS S32 *83 SSS SSC 


aas ssa ass sssj asa sss xstz gss saa ass 5as 

SSS SSS SSS ass ass ass sss ass ass aas ass 

5o§ 5s§ 2s» Sa« 2s2 Sss 232 2"2 222 22* 



213 



Figure 41 {Continued) 
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chapter 


description of 

THE INCOME STATEMENT 


While the balance sheet is the most tuntsamestal oe ti 
financial statements, complemcntaiy figures and supporting schedules a 
essential in credit analysis Among the most important of these compl 
mentar) figures is the income statement This chapter v ill describe tl 
income statement, and the nest chapter will outline techmque mvoln 
in interpreting it. The income statement is a schedule that shows tl 
income and expenses of a busmess enterprise over a period of time ai 
then gi\es a final figure representing the amount of profit or loss f 
that period ^ 

In the case of a concern with a tangible net worth of $50,000 or moi 
there are generally tuo steps to be taken preparatory to analj'zmg tl 
balance sheet The first step is to condense the balance sheet into few 
Items by grouping together captions of similar sigmficance This rouai 
IS absolutely essential for those corporaoons that have thirty to one hu 
dred Items in the assets and habilities, as it is impossible to grasp at o: 
ame the effectite relationships of so many different captions No mu 
can apprehend a bundle of unrelated facts If, for example, a balance she 
contains an item ‘ Doe from Officers” of $8,970 t6 and another item “D 
from Employees ’ of $2,621 42, the combined item of $11,591 58 cou 
effectively be made to read ‘ Due from Officers and Employees,” sm 
both Items carry similar significance from the pomt of view of t 
credit analyst. 

’ Because of the vaneties of scconntmg practice, this statement is not quite acc 
rate as will be seen in Chapter XI on me description and interpretation of surp! 
accounts 
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The second step is to secure information about particular items which 
are not self-explanatory. Both of these steps have been explained in 
considerable detail in Chapter VII. They are generally quite unnecessary 
in going over the affairs of a concern which has a tangible net worth of 
less than $50,000, since the balance sheet of such an enterprise is generally 
simpler and more easily interpreted. 

In a sense, the analysis of income statements is in direct contrast to the 
analysis of balance sheets. Whereas the balance sheet of a large enterprise 
must be condensed into a smaller number of related items, the income 
account often must be expanded, since it is frequently condensed to such a 
degree as to be of relatively little significance or value. 

Operating managements of some corporations are often reluctant to 
issue publicly comprehensive operating information which they feel may 
be advantageous to competitors. More frequently than not, this explana- 
tion is used largely as a means to cover errors in managerial judgment 
which have caused looses of a definite and traceable nature. 

Under the Securities Exchange Act of 1934,^ managements of corpo- 
rations with securities listed on a national stock exchange may make 
written-objection to the public disclosure of certain information submitted 
in confidence to the Securities and Exchange Commission. The commis- 
sion then determines whether, in its judgment, public knowledge of that 
information would be harmful to the continued successful operation of 
the business. In the majority of cases the commission has ruled against this 
managerial policy and has proceeded to make the information available to 
the public. Even when the commission consents to the concealment of 
data, the commercial banker can and invariably does insist, in his dealings 
with the larger concerns, upon receiving a complete record in the form 
of the annual detailed audit. 

PRINCIPAL ITEMS IN THE INCOME ACCOUNT 

Although each of the financial statement blanks illustrated requests an 
income statement, there are various degrees of concentration. A more 
condensed income form is included in the statement shown in the credit 
file, while the least condensed is in the long form for firms used by the 
Federal Reserve Bank of New York (Figures 31A-31D). In this blank the 
income account takes up approximately three quarters of an entire page. 
Detail breakdowns are requested for general and administrative expenses, 
selling expenses, other income, and other expense. 

‘‘Section 24 . 
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The follow mg six items are of primary importance in the analysis of 
income statements 

Gross Sales 

Every complete mcome statement starts with the amount of gross sales 
Both the Federal Reserve Bank of New York and the Secunaes and Ex- 
change Commission forms require a separaoon of gross sales mto sales to 
affiliates and sales to others-data that adds material enlightenment in the 
case of complicated corporate pictures 

Net Sales 

From gross sales are deducted returns and allowances to amv e at net 
sales If the percentage of returns and allowances is high, there is obviously 
somethmg wrong with the merchandise produced or handled Net sales is 
the key figure used m computing turnover ratios in Figure 41 and m 
anal^’zing the mcome statement It is the effectiv e volume of busmess on 
w hich a profit is earned or a loss is assumed 

Gross PtoRts 

The third important item in the income statement is gross profits, 
denved by deducting the cost of goods sold from the amount of the net 
sales In the case of a wholesaler or a retailer, the computation is relatively 
simple The cost of goods sold is found by adding purchases during the 
penod to the opening mventorj and subtracong the closmg mventory 
In the case of industrial enterprises, direct labor and manufacturing ex- 
pense must also be included to arrive at the cost of goods sold 

The gross profit percentage of net sales is invaluable m comparative 
analj sis of concerns m the same line of business This ratio answers the 
vyitstiOTi, Tnaik tip on cost to s^'ung price sufficient to show a profit 
m a competitive world*” The average percentages of gross profits and 
expense items in terms of net sales are made from Ome to time by certain 
of the more progressive trade associations and by certain universities 
that hav e made financial studies for particular industries ^ 

Operating Expenses 

From gross profits are then deducted a senes of expenses knowm as 
selling and admmistrative, or general, expenses These classifications cover 

“These are mentioned m Table 51 on page 141 
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practically all the expenses incurred in the daily running of a business, 
except the cost of merchandise. Sometimes condensed into two items, 
expenses are at other times presented in great detail and may run to fifty 
or sixty items. An excessive amount in any one or several of these expenses 
might be the simple explanation of yearly operations in the red. 

Operating Profit 

Gross profit less operating expenses gives operating profit or, as it is 
also termed, net operating profit. In this one final mathematical figure are 
summed up the operating policies of the executive staff: it is the measure 
of the ability, skill, aggressiveness, and ingenuity of the management to 
operate successfully. 

Net Profit or Loss 

In the case of smaller business units, the operating profit is generally 
synonymous with net profit or loss. In the case of large business units, 
other adjustments must often be made before arriving at a final figure 
representing net profit or loss. To the operating profit in these cases there 
are added such credits or deducted such debits as might have arisen out- 
side the normal operations of the business, in order to arrive at the final 
figure of net profit or net income for the period. These items are generally 
grouped under two captions, “Other Income Credits” and “Income 
Charges.” Income credits are of wide varieties, including income on invest- 
ments, royalties, and tax adjustments. Income charges may include pen- 
sions, donations, losses on securities sold, interest paid, loss on disposal of 
fixed assets, provisions for contingencies, and losses incurred in cancella- 
tion of leases. Operating profit plus other income and less income charges, 
including adjustments for carrying-back or carrying-forward of losses, 
and income taxes gives the final net gain or loss for the year. 

INSTRUCTIONS OF SECURITIES AND EXCHANGE COMMISSION 

In December 1934 the Securities and Exchange Commission issued an 
instruction book to assist ofiicials of business corporations in preparing 
forms for the registration of securities and to provide adequate informa- 
tion for investors, speculators, investment counselors, labor, and the 
public. Subsequently amended many times, this instruction book contains 
several pages outlining the minimum data to be covered in preparing the 
income statement. 
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One of the anomalies of our day and age is that details filed each year 
with a “national ’ stock exchange, on which the secunaes of a corporation 
are listed, are often considerably more exacting than the information 
actually giv en to the owmers of the secunties m annual corporate reports 
Stockholders at times ha\e difficulty obtaining operating data from man- 
agements, though the same information may be pubbe proper^' at the 
office of the Secunaes Exchange Commission m Washington, D C, and 
at the office of the stock exchange on which is listed 
The follow mg outlme of an income statement from the booklet known 
as Regulaaon is divided into eighteen primary essenaal headmgs 
and two subheadmgs, but there is naturally no bmitanon to the amount 
of supportmg data that the management of a business may wish to give 

If income is derived from both gross sales (capaon lA below) and operatmg 
rei enues (caption iB below^ the two classes maj be combmed m one amount 
if the lesser amount is not more than lo per cent of the sum of the two items. 
LVhere these irems arc combined, the cost of goods sold (caption aA below) 
and operating expenses (capnon iB below) nu) be combined in one amount. 

I A Gross rales less discounu, returns and allovanees ^SxiXt separate!)., if 
practicable, (a) sales to parents and subsidiaries, and (^) sales to others 
aA Cost of goods sold -(a) State the amount of cost of goods sold as regu- 
larlj computed under the sj'stem of accounting followed Indicate die amount 
of opening and closing mventones used m the computation, and state the 
basis of determining such amounts (f*) Merchandising organizaaons, both 
wholesale and reiaH, may include occupancy and buying costs under this 
capaon. However, publicity costs shall be included under caption 4 below or 
shown separately 

iB Operaswg r«ena«— State separatel), if practicable, revenues from (tf) 
parents and subsidiaries, and (b) others A pubbe unhty company using a uni- 
form system of accounts or a form for annua] report prescribed b) Federal 
or State authormes, or a similar system or report, shall follow the general 
segregauon of revenues prescribed by such system or report. 

aB Operatmg expenses —State separately , if pracacable, purchases from and 
services rendered by (j) parents and subsidiaries and (t) others A public 
utflity company using a uniform system of accounts or a form for annual re- 
port prescribed bv Federal or State authonaes, or a similar system or report, 
may follow the general segregaaoa of operating expenses prescribed bv such 
system or report 

3 Other operating expenses —State separately' any matenal amounts not m- 
cluded m caption aA or zB abo^ e 

4- Selling, general, and admsmstrattve expenses 

5 'Provision for doubtful accounts 

6 Other general expenses —Include items not normally included m capnon 
4 above State separately any matenal amount 

^The latest edition is dated August lo, 19,8 
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Ocher Income 

7. Dividends.— Stste, separately, if practicable, the amount of dividends from 
(fl) securities of affiliates, (fe) marketable securities, and (r) other security 
investments. 

8 . Interest on securities.— separately, if practicable, the amount of inter- 
est from (/t) securities of affiliates, {b) marketable securities, and (r) other 
security investments. 

9. Profits on securities.— Piofixs shall be stated net of losses. No profits on 
the registrant’s own securities, or on those of its afiiliates, shall be included 
under this caption. State here or in a note herein referred to the method fol- 
lowed in determining the cost of securities sold, e.g., “average cost,” “first-in, 
first-out,” or “identified certificate.” 

10. Miscellaneous other income.— SX 3 X.e. separately any material amounts, 
indicating clearly the nature of the transactions out of which the items arose. 

Income Deductions 

11. Interest and debt discount expense.—Sute separately (a) interest on bonds, 
mortgages or similar debt; (b) amortization of debt discount and expense or 
premiums; and (c) other interest. 

12. Losses on securities.— Losses shall be stated net of profits. No losses on 
registrant’s own securities, or on those of its affiliates, shall be in included under 
this caption. State here or in a note herein referred to the method followed in 
determining cost of securities sold, e.g., “average cost,” “first-in, first-out,” or 
“identified certificate.” 

13. Miscellaneous income deductions State separately any material amounts, 

indicating clearly the nature of the transactions out of which the items arose. 

14. TSIet income or loss before provision for taxes on income. 

15. Provision for income and excess profits raxes.— State separately (a) Fed- 
eral normal income tax and surtax; (^) Federal excess profits tax; and (e) other 
income taxes. 

16. Net income or loss. 

17. Special items.— State separately and describe each item of profit and loss 
given recognition in the accounts, included herein pursuant to rule 5-03 (a)" 
and not included in the determination of net income or loss (caption 16). 

18. Net income or loss and special itettis. 

TYPICAL INCOME STATEMENTS 

Seven examples will be discussed to iUustrate variations in income state- 
ments. Six are taken from typical annual corporate reports to stock- 
holders, and the seventh is from the audit of a smaller, closely owned 
business. Starting with the condensed figures of a large corporation, 
which in this case ate all but useless from a credit point of view, the 
illustrations progress step by step to income statements that are more 
complete and more useful. 
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The First Stage 

Figure 42 IS the condensed consolidated income account of a corpora 
non profiubly engaged for several decades m manufactnnng and dis- 
tributing a refined cleamng compound It is so condensed, however, that 
one learns brtle from it but riie fact that net profits for the y ear under 
review amounted to $82 1,675 57 

A detailed income statement, as we have seen always begins with a 
figure of gross sales From gross sales arc deducted returns, allow ances, 


Figure 42 Condensed Consolidated Income Account* 

Gros* Prof t on Sales 

Net Profit Before Depreciation and Income Taxes $1 527 398 01 

Deduce 

Depreciation 88 178 29 

Net Profit Before Income Taxes $1 439 219 72 

Less 

Provision for Uuted States and Foreign income Taxes 617 544 IS 

Net ProQt for the Year S^®21 675 57 


*This schedule copied from an annual report mailed to all stockholders As 
the capital stock of the corporaaon ts listed on the New York Stock Exchange an 
annual report is also rendered }ea^ to the Secunues and Exchange Commission on 
Its more elaborate financial forms Ine correspoodi^ condensed consolidated mcome 
account rendered to the Secunues and Exchange &>Tnmissicrn erven had a different 
initial figure gross profits on *ales bemg gnen as 524 ;i,qo 8 i6 instead of the 
$1549986^; quoted above From this gross figure were deducted selling general 
and administrative expenses of $1067^47-88 leaving net profit from operations of 
$1364,06028 Five items of other income aggregating $60 7 z 6A8 were then added and 
five financial charges totaling Sj 56724 were deducted The result was a net profit 
before income taxes of $1439,21972 From this figure were deducted estimated income 
taxes m the United States Canada and Australia of $617 544 15, leaving a net profit 
for the yvK of Sg2s^75 57 fn other woids, the statements for siDcAiholdeis and itn 
the commission differed unul the last three items 


and discounts to arntc at net sales, the key figure in judging the mer- 
chandismg abibty and aggressiveness of the management and the demand 
for the product. A horizontal trend analysis of net sales and a comparison 
of this company’s trends with those of other concerns in the mdustrj 
w ould indicate its relatn e progress or decline 
The condensed income statement aboie fails to show the successive 
expense deductions, such as the cost of raw material, salanes, w ages selling 
expense, rent, advertismg, insurance, interest, bad debts, office supplies, 
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light, heat, water, and depreciation. This schedule might be compared 
to an attempt to give an outline of the history of ships and shipping in 
one sentence, of commerce and trade in a single paragraph, of the human 
race in one page. In this example the only items of expense about which 
one learns anything are that (i) depreciation for the year amounted to 
$88,178.29 and (2) provision for United States and foreign income taxes 
amounted to $617,544.15— a limited amount of enlightening data, to 
say the least. 

The Second Stage 

There is a well-known corporation that has been engaged in manu- 
facturing pyroxylin and acetate plastics for many years. In its annual 
report appears the condensed consolidated profit and loss account in 
Figure 43, which is only slightly more enlightening than the first 
illustration: 


Figure 43 Condensed Consolidated Profit and Loss Account 


Profit from Operations, Before Depreciation $385, 541. 32 

Add: 

Other Income $133,400. 38 

Dess Miscellaneous Charges 1 17 , 624. 7 6 15, 775. 62 


Net Income Before Depreciation and Contingencies . . 


Less: 

Provision for Depreciation Accrued $190, 355. 38 

Provision for Contingencies 28, 107. 79 


$401,316.94 

218,463. 17 


Net Income for the Year 


$182,853.77 


Here again no figures are available for gross sales, returns, allowances, 
discounts, net sales, and selling and administration expenses. Where the 
first concern gave two items of expense, this account, however, gives 
three: (i) miscellaneous charges of $117,624.76, (2) provision for depre- 
ciation accrued of $190,355.38, and (3) provision for contingencies of 
$28,107.79. Whether the net income is before or after taxes is a mystery. 
The item called “Miscellaneous Charges” is hardly more useful to a credit 
or financial analyst than more snow is to an Eskimo. “Provision for De- 
preciation” can have only one interpretation, but the mere title Provision 
for Contingencies” fails to tell what the contingencies are and how 
they arose. 

This statement is, indeed, a “condensed” consolidated profit and loss 
account and of little real use to a banker. The corporation has none of 
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Its secunaes listed on a stock exchange and has sold no secunties to the 
pubbc, so stockholders might actually have no source of information 
outside of the annual corporate report. If a loan to this concern u ere out 
standing or if one u ere beuig requested, the capable banker would insist 
upon obtaining for immediate stud) and then 61c an ay for future refer- 
ence the detailed audit, nhich nouM show the exact amount of net sales 
and the important grouping of expense items wnth supporting break- 
downs That would be absolutely essential And he would also seek and 
obtain an explanation of each of the three charges and the one of credit, 
which appear m the quoted statement, as well as of an) other items m the 
full proHt and loss account in the detailed audit that might not be self- 
explanatory 

The Third Stage 

The third income statement contains no more items of expense than 
the 6rst n'o, but it has the advantage of quoting an item of gross sales 
and services, less discounts, returns, and aDouances This ke) 6gure of 
the net volume of business handled during the ) ear is required for any 
thorough anal) SIS Although the operating managements of many large 
corporations are reluctant to quote net sales m annual reports to stock- 
holders, the public IS certainl) enatled to this essential mformanon before 
being asked to nsk its savings m enterprises characterized by a complete 
divorce between ownership and management 

Figure 44 is the consolidated statement of income of an enterprise en- 
gaged in the manufacture of t)’pevvntcrs, adding machines, 61ing cabmets, 
biUmg machines, and similar office equipment. Notwjthstandmg the slight 
improvement in quotmg gross sales and services, less discounts, returns, 
and allowances, this statement is woefull) madequate for credit analysis 

After the initial 6gure of gross sales and services, less discounts, returns, 
and allowances, there appears the i)'pical “condensed” schedule The 
second 6gure is simpl) net pro6ts for the ) ear before depreciation and 
Federal taxes To amve at this figure, all charges such as cost of raw 
materials, manufacturing, selling and administrative expenses, advemsmg, 
rent, interest— m fact, ever) charge except the two that are next men- 
tioned in the schedule, depreciation and Federal taxes— are lumped to- 
gether m one grand sum and deducted from the sales figures No com- 
petitor, stockholder, secunt) anal) sc, or banker would have any basis 
for decidmg whether an) single item of expense might or might not be 
out of reasonable proportion. 
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From this net result figure are deducted depreciation and the provision 
for Federal taxes to give a net income of $2,238,704.04 for the year. Be- 
fore passing on an application for credit from such an enterprise, the loan 
officer would request a copy of the detailed audit. He would be interested 
in learmng how much of the first item of $27,312,196.65 represented sales 
of merchandise and how much services, what the exact figures were for 
discounts and allowances on both items, and also the amount of returns 

Figure 44 Consolidated Statement of Income* 


Gross Sales and Services —less discounts, returns, and 
allowances $27, 312, 196. 65 

Net results of Operations for the Year— after deducting 
manufacturing, selling, and general expenses and all 
other charges, hut before depreciation and Federal 
taxes on income; including net operating results of 

wholly owned non-consolidated subsidiary companies $ 4,766,886.48 

Deduct; 

Depreciation $ 483, 182. 44 

Provision for Federal taxes on income . . 2, 045, 000. 00 


Net income for the year $ 2, 238, 704. 04 


* This consolidated income account as of the same date filed with the Securities 
and Exchange Commission was slightly more elaborate but contained little more 
essential information. The first figure of gross sales and services, less discounts, re- 
turns, and allowances was the same at $27,312,196.65. From this figure there were 
then deducted two items: cost of goods sold and services, selling, general, and admin- 
istrative expenses of $23,280,325.14, and provisions for doubtful accounts of $191,597.91, 
giving a figure which had no title in the schedule of $3,840,273.60. To this amount 
were added two items of income and deducted provisions for Federal income taxes 
to give the final net income of $2,238,704.04. Unlike the income statement in the 
annual corporate report, the one filed with the Securities and Exchange Commission 
was a continuous schedule. There were only three identical items in the two 
schedules: the first and last figures and the one for Federal taxes of $2,045,000. The 
schedule filed with the Securities and Exchange Commission did, however, contain 
eight explanatory footnotes which would have been of infinite assistance in under- 
standing and analyzing these figures. The income statement in the annual corporate 
report contained no such footnotes. 


on the merchandise sales. He would also desire to know the cost of goods 
sold, gross profits on sales, and how the difference between the gross sales 
and the so-called “net results” of $4,766,886.48—^0 very representative 
sum of $22,545,3 10.17— was how much for raw material and 

how much for the various broad items of operating expense, manufac- 
turing, selling, and administration. 

These first three income statements are typical of hundreds that appear 
each year in the annual corporate reports of corporations with widely 
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distributed stock interests and in all lines of commercial and industrial 
acnvitj The mformaaon is condensed and grouped under one, tn o, or 
three headmgs that are so broad that they have little or no significance 
This condensation is a disanct handicap to ant one attempting to mate a 
basic analysis of the operating costs 

TTie Fourth Stage 

Somewhat more information can be gleaned from the consolidated 
income and expense statement m Figure 45 of the fourth corporation and 


Figure 45 Consolidated Income and Expense* 


Sales 


$667 

138 

391 

03 

Cast o{ Sales 


S46 

038 

448 

_79 

Grass Profit 


$121 

099 

942 

29 

Add. 






Interest and MiieelUneous Income 


^ 

758 

241 

84 

Total Income 


5123 856 

184 

13 

Deduct 






Administrative En^neering Selling 

advertising 





Service and General Expense* 

$47 657 402 19 





Interest Paid 

90 238 97 

47 

747 

641 

16 

Profit Before Provision for Taxes 


$ 76 

110 

542 

97 

Provision for Federal and State Income 





Taxes 

532 800 000 00 





Provision for Foreign Income Taxes 

1 200 000 00 

« 

000 

000 


Net Profits for the Year 


$ 42 

110 

542 

_97 

Note Depreciation and amortization > 

n the amount of $14 

211 151 

76 have 



been charged to cost and sales ard expenses 

*The consolidated tneome statement submitted to the Secunues and Exchange 
Commission by this coiporatiou showed a reamngemenc of the items and a break 
down of four of them into more esjbghtcmng subdirisions (a) administrative, en 
gineenng selling, advertising service and general expense of ^7,6^7,402 19 was broken 
down into three figures, (i) interest and misceUaneous income of Si 758 24I-S4, into 
four figures (c ) interest paid of $90 138^97 into two figures and (d) provision for 
Federa), and fnrtign incotne utes of Sj.f^ooofioo into mw figure 


Its subsidianes, a vast s)steni engaged m the successful production and 
distribution of automobiles 

The real advances m this statement over the three previousU examined 
are the figures on (i) cost of sales, (2) gross profit, and (3) interest paid, 
and (4) a footnote statmg the amount of depreciauon and amortization 
charged to cost of sales and expense There remains, however, quite a 
representanve item of $47,657,402 19 into which is generously lumped 
such current expenses as adimiustranon, engineering, sales, advertising. 
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service, and general expense. Though each of these six items must be 
broken down into many component parts on the books of the corpora- 
tion for daily scrutiny by the executive staff, they are thoroughly ob- 
scured from the view of investors and creditors. 

As of the date of its statement, this corporation was in a particularly 
strong financial condition, and any depository approached for a loan 
would have regarded the request with real favor. A final net profit of 
$42,1 10,542.97 is indeed something to write home about. It is indicative of 
skillful business management even in an improving market. The method 
of grouping expense items in this statement is, however, often followed 
by corporations that are not in such strong financial condition. Though 
a long step ahead of the income statements already examined, this state- 
ment obviously might be broken down into still greater detail. Unques- 
tionably the executives of this corporation would readily give additional 
information to the banker. 

The Fifth Stage 

Additional information of a rather specialized character, owing to the 
possession of extensive real estate and leasehold holdings, is shown in the 
consolidated income statement in Figure 46 of a corporation and its sub- 
sidiaries that operate several successful retail stores and also a string of 
mills, which produce part of its merchandise requirements. 

This concern was incorporated in 1901 as successor to a business 
founded in 1865. Its history, except in recent years, has been one of out- 
standing commercial aggressiveness and success. For the year under re- 
view, an aggregate volume of §104,204,936.63 was transacted in both the 
manufacturing and the retail divisions. Several years ago a substantial 
peak was reached with a volume of $179,659,000. As a result of the 
unprofitable handling of many lines of merchandise, the manufacturing 
division has recently lost money, while the retail stores have shown net 
profits. 

This consolidated income account gives appreciably more information 
than does any one of the four operating statements previously quoted. 
All of the items, however, are quite substantial. Interest on the funded 
debt, including amortization of bond discount, aggregated $1,135,028.84, 
in contrast to the moderate figure of $90,238.97 in the fourth income 
statement on page 223. 

All of the other expense items, except one, are concerned with real estate, 
such as lease charges, depreciation, real estate and property taxes, and 
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occupational taxes Four separate and distinct items of this nature have 
been segregated so that expenses incidental to real estate operations will 
not be confused with the great vanety of normal expenses in operating 
retail department stores and nulls The total expenses for the normal 
operation of the business are grouped together under a single caption 
and amount to $94016,293 46 This is quite a respectable sum The sched- 
ule would obviously have been somewhat improved if the cost of goods 


Figure 46 Consolidated Income Statement 


Net Sales to CMStomcTS 
Rental Income from Tenants 


Total Net Sales and Rentals 
Cost ol Sales ajid Operating Expenses 
Coal Sales and Operating Expenses 
Exclusive of Items Listed Below 
Rentals Paid under Ground and 
Building Leases 

Provision for Depreciation of Buildings 
and Equipment and Amortisation of 
Leaseholds 

Real Estate Personal Property and 
Franchise Taxes etc 
Occupation Taxes 


$94 016 293 46 

1 668 587 15 

2 377 467 60 

2 101 701 62 
1 65? 698 49 


Net Profit Before Interest and Federal and State Income 
Taxes 


Interest Charges and Federal and State Income Taxes 
Interest on Funded Debt (including amortisation 
of bond discount) $ 1 13S 028 84 

Provision for Federal and State Income 
Taxes 1 300 000 00 

Net Profit for the Year 


$104 204 936 63 
1 930 755 94 
$106 135 692 57 


101 821 918 32 
$ 4 313 774 25 


1 


2 435 028 84 
1 878 745 41 


sold had been segregated This was emphasized in the report made to 
the Securities and Exchange Commission, which does contain such an 
Item, amounting to $81,305,81474 

So, when all is said and done, although this income statement does 
contain a greater amount of desirable information, it would have been 
stil! more enlightening if this one oversized item had been broken down 
into a hmited number of parts, at least showing cost of merchandise sold, 
gross profits, selling expenses, and admimstrative expenses In addition, 
no full understanding of the operating picture of this concern could be 
made without three supplemental operating schedules one showing the 
detailed exact expense of the retail division of the business, one for the 
manufacturing division, and one for the real estate division Three such 
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supplementary schedules would indicate the presence or absence of profits 
in the various divisions of the corporation. Finally, any banker digging 
into affairs more closely would need even the individual operating 
accounts of each retail store and mill. Facts are the only secret of intelli- 
gent financial analysis. 

The Sixth Stage 

The comparative consolidated income statement in Figure 47, included 
in the annual report to the stockholders of a brimstone producer, is a 


Figure 47 Comparative Consolidated Income Account 


Gross Sales 

Less: 

Freight and Handling 

Net Sales 

Cost of goods Sold— Exclusive of deprecia- 
tion and depletion deducted below 

Gross Profit on Sales 

Administrative, Selling, and General 

Expenses 

Net Profit on Sales 

Other Income 

Total Income, . 

Net Income of Parent Company and Minor 
Subsidiaries Before Depreciation 

Deducted Below 

Net Income Before Depreciation, 
Depletion and Income, and 

Capital Stock Taxes 

Provision for; 

Depreciation and Depletion 

Federal and State Income and Federal 

Capital Stock Taxes - • 

Foreign Taxes 


Net Income. 

Proportion of Loss of C-A-M Corporation 
and Subsidiaries Applicable to Stock 
Held By the Subject Company 

Final Net Income 


Year 

Before Last 

Last Year 

$9,787, 232.73 

$12,043,048.55 

941, 367. 98 

1,044, 403, 38 

$8,845,864.75 

$10, 998, 645. 17 

6, 106,641. 50 

7, 364, 270. 49 

$ 2 , 739 , 223. 25 

$ 3, 634, 374. 68 

599, 646. 89 

640, 151.29 

$2. 139, 576. 36 
10,203. 17 

$ 2. 994, 223. 39 
65, 572. 19 

$2, 149,779. 53 

$ 3,059,795. 58 

33, 341. 93 

24, 510. 45 

$2, 183, 121. 46 

$ 3,084, 306. 03 

$ 541,012.90 

$ 596, 337. 24 

150,000.00 

275,000.00 

12,000.00 

$ 691,012.90 

$ 883,337. 24 

$1,492, 108. 56 

$ 2,200,968.79 

64,910.03 

191, 185. 22 

$1,427, 198.53 

$ 2,009,783.57 


positive improvement over the preceding cases. Not only does it contain 
more items than the income accounts already examined and so naturally 
provides additional enlightenment, but the figures are set up in a most 
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progressn e manner so that a comparison may be made at a glance with 
the corresponding items of expeme for the previous year Comparative 
schedules for two or more years are extremely desirable and an increasing 
number of annual corporate reports have follow ed this st) le during recent 
years 

Here we have a noticeably more complete income statement The 
schedule begins with an item of gross sales, from which is deducted 
freight and handling to arnve at net sales Then follows the largest single 
item of expense, a sum into w hich is lumped a substantial portion of the 
costs for mining, refimng, and producing sulphur, and which amounts to 
$7,364,27049 for the last fiscal period and $6,106,641 50 for the one before 
that Net sales less these costs give the gross profits on sales 

From the gross profits is deducted one lump sum representing admin 
istration, selling, and general expenses Two other items of mcome are 
then added From the sum are deducted the following charges (i) de- 
preciation and depleuon, which should always be separated to judge of 
their adequacy, (2) Federal and state income and Federal capital stock 
taxes, and (3) foreign taxes Finally, one further technical charge is made, 
representing proportionate losses of the C-A-M Corporation and sub 
sidianes applicable to stock held by the subject company 

The Seventh Stage 

The mcome statements thus far have been of nationally known corpo- 
rations Perhaps that is one of the fundamental reasons for the varying 
degrees of concentration in the information The statement m Figure 48, 
IS of a much smaller enterpnse, with a tangible net worth m the neighbor- 
hood of $145,000 This concern operates a chain of eight retail stores m 
the Middle West, handling a popular pneed bne of women’s ready-to- 
wear, consisting pnncipail) of salts, costs, dresses, howerj', snd sdk under- 
wear This schedule was not prepared for the operating management to 
release to its stockholders, but for the officers, who are also the sole 
owners of the business, and for bank creditors The details into which the 
expense items are broken down arc in marked contrast to the income 
statements already examined 

This particular schedule contains all of the main subdivisions described 
in the early part of this chapter It starts with a begmning figure of net 
sales amounting to $1417451 58 Sales are made entirely on a cash basis, 
so there is no item of gross sales and no items of discounts and allowances 
to be deducted to arnve at net sales Then follows a brief computation 
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arriving at the cost of goods sold amounting to $999,320.86, the difference 
with the net sales giving the gross profits on sales of $418,130.72. This 
sum represents 29.5 per cent of the net sales, a favorable proportion. 
From this sum are then deducted the various items of operating expense 
and credits and such income as is received in addition to the sale of mer- 
chandise. These debits and credits come under five broad headings; “Store 
Expenses,” “Store Income,” “Home Ofiice Income,” “Home Office Ex- 
penses,” and “Other Home Office Deductions.” 


Figure 48 Income Statement for Retail Stores Inc. {year 
ended Decefnber 5/, ip—) (page /) 


Net Sales . 

Cost of Sales; 

Inventory at Beginning 

Purchases 

Total ....... 

Liess Inventory at End 
Cost of Sales . . . 
Gross Profits on Sales 


$1,417,451.58 


$ 68,433.35 

_1. 033, 142,54 

$ 1 , 101,575.90 

102,255.04 

999,320.86 

$ 418,130.72 


Store Expenses; 

Renta $133,355.93 

Managers' Salaries 44,527.46 

Managers' Bonuses 9»083.56 

Selling Salaries 66,475.38 

Non-Selling Salaries 29,719.68 

Advertising 33,773.32 

Signs and Display $,454.06 

Light and Heat . 23,778.27 

Freight and Expreasage , 19,833.50 

Wrapping Materials 4,728,82 

Telephone and Telegraph 2,902.74 

Postage 3,360.39 

Repairs , 17,775.32 

Stationery and Supplies 4,744,49 

Traveling Expenses 1,507 .44 

Bad Checks 136.69 

Legal and Professional Fees 2,846.35 

Miscellaneous Expenses 4,207.76 

Taxes 10,423,47 

Insurance 4,432.61 

Depreciation 7,723.28 

Cleaning 1,086.93 

DistrictManager's Salaries and Expenses 9,600 .74 

Unemployment Insurance Taxes .... 1,666.51 

Total Store Expenses 


$443,144.70 


Store Income: 

RentReceivedfromShoe Department 
Rent Re ceive d from Milline r y De par t- 

ment 

Rent Income 

Shortages and Overages 

Total Store Income 


. . $ 30,359.59 

. . 30,859.66 
. , 4,020.00 
. . 314.51 


Net Store Expenses 
Net Store Profit 


65,553.76 


$ 


377,590.94 


$ 40,539.78 
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The Mnusual feature of this schedule* however, is the great variety of 
mdmdual items under these five headings For instance, to arrive at the 
fi na l figure of store expense of $443,14470, there are twenty-four indi- 
vidual Items ranging from rent of $133,355 93 and managers’ salanes of 
$44,527-^6 down to bad checks of $13669 and a cost of wrapping mate- 
rials of $4,72882 Then come four credit items under ‘Store Income” 
and two under “Home Office Income,” the largest of which is discount 
on purchases of $96,57474 


Figure 48 {Continued^age 2) 


Home Office Ineom« 

Dleeoiist OB Purchaiei 
MlicclUseoui laeeme 

Total Home Office Income 
Totet Profit 
Home Office Etrwneei 
SeUrr— David Jeaci 
KalTib Jooee 
Executive* 

Ceoeral Office 
Shipping and tUeelvlng 
Adverclelni 

Rest 

Light end Heat 
TelepbOB* and Telegraph 
Traveling Cxpeate* 

Statleaery and Supplte* 
Exprecaage 
Legal and Andldcg 
Manager tn Tralnhig 

Sh pplng Material* 

Cleaning 

Depreciation 

Protection 

Repair* 

Storage 

Taxes 

Bonnee* 

Unemployment Iniorancc 
Diftrict Manager 
Convention Expence 

Total Home OUlc* Expcneee 
Operating Profit 

Other Home Office Dednct lon. 
Shortage* In Shipment* 

Home Olflse Maxh IWi* 


ffi S74 74 
I 44& 

$ 9B C41 70 
US SSt 4S 


SIS DDO 00 
10 000 00 
6 483 34 
14 9S1 IS 
9 42 8 07 
3 Its 19 
3 140 00 
3 999 94 
47$ 10 

2 330 80 
8 422 92 
I 89$ 23 
1 444 24 

5 144 87 
844 55 

1 019 45 
1 S65 83 

1 544 39 
312 25 
428 30 
424 51 
219 00 

3 454 95 

224 51 
284 90 
874 fS 

6 401 40 
750 25 

2 939 55 

225 00 


$ 106 102 09 


79 23 
2 49 1 41 


2,570 44 
27 908 75 


Net Profit for the Period 
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“Home Office Expenses,” like “Store Expenses,” is made up of a large 
number of individual items, thirty charges coming together under this 
heading and aggregating $108,102.09. The largest items are naturally 
salaries; the smaller items, postage, cleaning, protection, repairs, storage, 
and convention expenses. The principal stockholder of this business makes 
it a consistent practice each year to take every item of expense into the 
income account, to determine the percentage of net sales that each item 
represents and then to compare the results with the corresponding per- 
centages for the preceding year. Any item that shows a material increase 
in its percentage on net sales during the year is then carefully and dili- 
gently analyzed to ascertain why the increase took place. Naturally such 
careful supervision keeps the management in touch with every single 
expenditure, and the monetary saving in the course of a year is appreciable. 

After the deduction of the total of home office expenses comes the 
figure giving the operating profit for the year of $30,479.39. Two adjust- 
ments are then made— shortage in shipments of $79.23 and home office 
mark-downs of $2,491.41, amounting together to $2,570.64— and deducted, 
leaving the final net profit for the year of $27,908.75. There is no item 
of Federal income tax, as the corporation had a carry-forward loss from 
the previous year. An income statement in such detail cannot help but 
be of greater value to the loaning officer of a bank than any so-called 
“condensed” figures. For bank credit purposes figures can never be 
obtained in too great detail. Statements may always be condensed, when 
considered desirable, by the analyst himself. 
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THE INCOME STATEMENT 


The income statement is the mathematical expression of 
the pobcies, expeacnce, kno« ledge, foresight, and aggrcssn eness of the 
management. The final net profit or loss is the ultimate measure of the 
sUll of the active management A omc aluajs comes A\hen a concern 
that is taking continuous losses must lock both the front and rear doors 
and disappear from the field of aco\e economic competition It Mould 
thus be most unusual if a banker nerc not more farorabi) disposed to- 
uard the enterprise v.^th the better operating record, even though the 
net profit figure b\ itself has onlv a moderate bearing upon the tempo- 
rai> , but for the moment the exact, financial soundness of a commercial 
or industrial business enterprise 

\Mierc a banker has obtained neither an income statement nor a recon- 
ciliation of surplus, both progress and decline are at times easil} con- 
cealed An mcrcase m surplus might be due not to earnings, but to the 
sale of addinonal stock or to the wntc up of certain assets. Conversely, 
a reduction in surplus might result not from an operanng loss, but from 
dividends or xuthdraMals m excess of earmngs, a doMTiward rexaluanon 
of assets, or miscellaneous charges made through the surplus accoonL 
These adjustments are considered in the next chapter on the desenpnon 
and mterpretauon of the surplus account 

MANIPULATION OF PROFIT FIGURES 

The comprehensive \ oliime Security Analysis contains seven chapters 
on “Analysis of the Income Account.”* This “analysis,” honever, is only 

* Benjamin Graham and Dand L. Dodd, Security Anjlyns (3rd cd , New ^ orL. 
McGraw Hill BooL Co., Inc, i 95 i)> chaps 9-15 


232 
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nominally concerned with variations in the expense items and their rela- 
tions to net sales. The primary objective of the analysis is to acquaint the 
reader with those artifices and window-dressing devices designed to mis- 
represent earnings and to conceal losses. 

Because of the lack of standard practice in handling the intricate prob- 
lems involved in corporate accounting, “there are unbounded opportuni- 
ties for shrewd detective work, for critical comparisons, for discovering 
and pointing out a state of affairs quite different from that indicated” by 
audited figures. Every stockholder, investor, and speculator should realize 
that earnings are subject “in extraordinary degree to arbitrary determina- 
tion and manipulation.” The two devices that are commonly used for 
this purpose and are of the utmost importance to the banker, are; 

1. Making charges to the surplus account, instead of to income, or 
vice versa. 

2. Overstating or understating depreciation, depletion, amortization, 
and other reserve charges. 

Charges to Surplus 

Chapter X discusses the apparent leeway allowed managements to 
decide whether certain nonrecurrent charges should be made to current 
operations through the income statement or should be made as adjust- 
ments to the surplus account. This device greatly affects the amount of 
the reported net profits. 

Overstatements and Understatements 

Overstatements and understatements of depreciation, depletion, and re- 
serves for other purposes, such as future losses and contingencies, are 
more easily understood as a manipulation device, but not so easily noticed, 
except in a most comprehensive study. To decide whether a particular 
charge for depreciation or depletion is adequate is often a matter of 
technical knowledge after the information has finally been obtained. This 
knowledge is more likely to be part and parcel of the equipment of the 
industrial engineer than of the banker. What the banker can and must at 
least do is to observe any changes from past policies. Both the New York 
Stock Exchange and the Securities and Exchange Commission have in- 
sisted that any changes in accounting practices or charges of which these 
are the more important items, must be made known to stockholders. 
Obviously, whenever depreciation charges are overstated or understated, 
reported net earnings are correspondingly distorted. 
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Earnings mav be classified bj source, as ‘ Operating Income,” “Income 
from Outside Operaoons,” and “Other Income ” The last o classifica- 
tions refer to sources outside the pnnapal acOMi^' of a busmess. ‘ Income 
from Outside Operaoons” may, for example, include the profitable opera 
non of a hotel b) a railroad companj, while “Other Income” would in- 
clude income on inv cstments and from rent. While net income from all 
sources is the measure of managenal capacity , earnings from operations 
arc usually more stable than mcomc from other sources Hence, m 
analysing the earning power of an enterprise, the analyst studies the pro- 
portion of income from each source A satisfactory margm of operatmg 
profit, as the income from regular operations is called, does not always 
signify a satisfactory earnings posiaon 

The fact that a profit or a loss was assumed by' the sale of a piece of 
unnecessary real estate or a factory , or a charge-off on bad debts which 
occurred tw o y ears ago, is just as much a credit or a charge against the 
judgment and the efficiency of the management as the sale of unit prod- 
ucts on a high gross margin of profit When, furthermore, a concern has 
an operating profit of S50000 and suffers a loss of $75,000 on an invest 
ment in a bankrupt subsidiary, there is a net loss of $25,000 for the year 
A business enterprise may conceuably show operaong profits each year 
for a number of years, retam all of the profits in the bnsmess, but subse- 
quently become bankrupt through unfortunate extracurricular activity 

Six Items of Importance m the Income Statement 

As described m the previous chapter, the six sigmficant items m the 
income statement arc gross and net sales, gross, operating, and net profit, 
and operating expenses For con\enience in interpretation, these same 
Items may’ be divided into two groups of pnmary and secondary infor- 
mation 

The pnmary mformation consists of net sales, gross profits, and net 
profits 

Net Net sales is the key figure m the income statement and 

must be known for computing the nimoter of imentory, of net workmg 
capital, and of tangible net worth and the average collection penod— 
ratios that w e have found essential for understandmg the inherent sound- 
ness of a balance sheet. Net sales is also essentia! in the so-called sales 
analysis, a process by which an analyst estimates, on the basis of average 
monthly sales, the ame required by an enterprise to liquidate its liabilities 
and wdiether payments might be slow m the immediate future 
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Gross Profit.— The percentage of gross profit on net sales indicates to 
the experienced banker whether the average mark-up on merchandise 
sold is sufficient normally to cover all expenses and to show a profit. If a 
particular retailer of paints and varnishes with annual sales of $285,000 
operates on a gross profit margin of 26.5 per cent and suffers a net loss, 
the reason for the loss may easily be traced. The typical gross margin of 
profit in this line is around 35 per cent on net sales, and the concern under 
investigation was operating on an inadequate mark-up. A certain margin 
of gross profit is essential for every line of commercial and industrial 
activity. This margin varies moderately with the volume of net sales, the 
size of the city or town in which the enterprise is located, the intensity 
of competition, and the terms of sale, but normally should be sufficient 
to cover expenses and reasonable profit. 

Net Profit.— The amount of net profit and of dividend disbursements 
or withdrawals is of interest to the banker as measures of managerial 
capacity and conservatism in dividend policy. Since assets depreciate, 
operating expenses mount, and contingencies arise, inadequate earnings 
or excessive dividend payments may eventually destroy a sound asset 
structure as shown by the balance sheet. Despite the importance of profit- 
ability, however, the banker should look primarily to the turnover of 
receivables and merchandise and the current position generally in judging 
the immediate credit position of a business enterprise. 

The information of secondary importance shown in a fairly complete 
income statement includes: gross sales, operating expenses, and operating 
profit. 

Gross Sales.— Gross sales exceeds net sales by the amount of discounts, 
returns, and allowances and is of significance for revealing these charges. 
The extent of returns and allowances is an indication of whether the 
merchandise produced or handled is meeting the reasonable requirements 
of customers. If merchandise is sold under false colors— if paper cover 
stock, for instance, is sold green instead of having been dried out properly 
—the high returns and allowances may indicate dissatisfaction on the part 
of customers. Similarly, if a mechanical pencil is defective, returns will 
likewise be out of all reasonable proportion and will involve unexpected 
expenses in replacements or repairs or both. Excessive returns and allow- 
ances thus greatly reduce the receipts from given sales, and may also 
curtail the volume of sales. Improper control over returns and allowances 
may quickly convert profitable into unprofitable operations. 

Operating Expenses.— A banker, like any budget director, has a deep 
interest in seeing that expenses are kept within proper bounds. Poor 
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management vhich has become involved m paying excessive rents, bur- 
densome interest charges, heavy travehng expenses, and exorbitant enter- 
tamment costs has brought many businesses to an untimely demise In 
many lines of business, standards for these particular expenses have been 
determined and are used as a basis for study and comparison by progres- 
sn e managements and bankers 

Operating Profit —Tht operating profit is the sum available after all 
normal operating charges, but before discounts received or given, income 
from investments, taxes or miscellaneous credits, and debits not actually 
incurred in operations This figure is the measure of the ability of the 
management to carry on the daily operations profitably Some manage- 
ments arc able to show an adequate profit up to this point, but then seem 
to fail m supplementar)' policies, which result m changing the operating 
profit into a materially smaller net profit or even a final net loss Both 
the operating profit and the final net profit are necessary m determinmg 
the financial results from different phases of management operation 

COMPARATIVE ANALYSIS 

Income statements, like balance sheets, are of the greatest value when 
obtained over successive periods of time and so present comparative data 
at penodic intervals All bank comparanve statement forms (illustrated in 
Chapter VII) have lines on which net sales, net profits, and dividends or 
withdrawals may be inserted, so that this mformaaon may be seen cur- 
rently whenever the balance sheet is being studied An increasing number 
of the larger central reserve city banks use full-page comparative forms 
for income accounts as extensively as comparative balance sheet forms 

The comparative analysis of balance sheets consists m companng the 
fluctuations m the amounts represented by individual items m successive 
financial st^resaents fticcessire sTarorrtaits are sst up 

in parallel vemcal columns, and explanations of important changes in 
indmdual items are obtained The changes may be set down in other 
columns in absolute numbers, as horizontal percentages of the corre- 
spondmg items in selected base years, or as vertical percentages of the 
paracular year’s net sales 

Comparative Figures of Hosiery Manufacturer 

Reference to the comparative income statements in Figure 49 of a 
manufacturer of ladies’ full-fashioned nylon hosiery shows the respecave 
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items for the two years set up for a comparison. The amounts for a par- 
ticular item are on the same horizontal line for each of the two years. 
One glance shows an increase in sales, a sharper increase in selling ex- 
penses, and the conversion of a net loss into a net profit. 


Figure 49 Comparative Income Statements of Hosiery Alanufacturer 




B 


A 

Per Cent to 

Net Sales 


Year Before Last 

Last Year 

Year B 

Year A 

Gross Sales . 

. $3. 

992. 453. 8S 

$2 

.007,859. 91 



Less returns, allowances 







and discounts 


19, 383. 30 


31, 561.73 



Net Sales 

. $1, 

,973,070. 55 

$1 

,976.298. 18 

100.00 

100.00 

Cost of Goods Sold 

1, 

873, 341. 83 

1 

, 689, 854. 11 

94.95 

85. 51 

Gross Profit 

. $ 

99,728.72 

$ 

286,444.07 

5. 05 

14. 49 

Expenses: 







Selling 

. $ 

64, 536. 14 

$ 

78. 270. 42 

3.27 

3. 96 

Administrative and general 

40,042. 15 


39. 475. 43 

2.02 

1.99 

Total Expenses 

. $ 

i04, 580. 29 

$ 

117,745. 85 

5.29 

5. 95 

Operating Profit or Loss . 

(Ljf" 

4,861.57 

r 

168, 698. 22 

(D) . 24 

8. 54 

Add Other Income: 







Interest earned. ..... 

, 

1, 155. 99 


109.71 

.06 

. 01 

Dividends on securities 







owned 

. 

1,070.23 



.05 

.... 

Recoveries on accounts 







charged off 

. 

193.41 


864. 27 

.01 

. 04 

Rentals 


3,708. 16 


1,683.86 

. 19 

.08 

Miscellaneous sales . . . 

, 

6, 331.68 


4, 603.7 5 

. 32 

.22 


$ 

7,607.90 

$ 

175,959.81 

. 39 

8. 89 

Less Other Deductions: 






1. 61 

Interest on notes payable. 

. 

11,745. 25 


32, 015. 06 

. 59 

Allowance for losses on 







miscellaneous accounts. 




3,635. 91 

. . . , 

. 18 

Profit or Loss Before 







Bond Expense 

(L)$ 

4, 137. 35 

$ 

140, 308. 84 

(L) . 20 

7. 10 

Bond Interest and Expense: 







Interest on bonds 

. $ 

21. 160.00 

$ 

38, 570.00 

1.07 

1. 95 

Amortization of bond 







discount and expense . . 


5. 466. 60 


5, 466. 60 

. 27 

. 27 


$ 

26. 626. 60 

$ 

44. 036. 60 

1. 34 

2. 22 

Net Profit or Loss 

(L)^ 

30,763. 95 

1 

96, 272. 24 

(L)l. 54 

4. 88 


Following the two columns of dollar figures are two columns of per- 
centages, in which each of the original items is expressed as a percentage 
of the particular year’s net sales. These percentage figures, whether ex- 
pressed vertically or horizontally, facilitate comparison. Of outstanding 
note in this example is the 9.44 reduction in cost of goods sold as reflected 
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in the higher gross profit. The loss m jear B i\as accoantcd for the 
purchase of a substantial amount of raw matcnal daring a rising nurLet 
in the behef that pnos would continue to nse The market dropped 
instead, and the concern took a i 54 per cent loss on sales m liquidating 
the high pneed inventory 

As a result of this lesson the management made ever) effort to keep 
costs down m jear A- Merchandise purchases were kept m close relation 
to the purchase badger, machmes were run for longer periods, direct 
labor costs were kept in hand, and the final resnit was a most satisfactory 
gross profit of 14.49 per cent on net sales 

The onl^ other material change m these comparative statements waj 
the nse of selling costs from 3 27 per «nt to 3 96 per cent. When ques- 
tioned about this increase, the tnanagement explained that an effort had 
been made to increase sales to individual retail stores As the mereased 
selling effort became effccDve and business was det eloped with new 
outlets sales to chain stores and mail order houses, where the gross 
mark up was hardl) sufficient to break even, were moderatcl) reduced. 
The change m pobc) worked out saosfaaonly dunng the year and 
accounted partlv for the increase m gross margin These mteresong state 
ments show the decided effect of revamped manufactunng and distrib- 
uting pohaes upon the profits of a business 

Comparative Figures of Dry Goods Wholesaler 

The comparative income statements for the wholesaler of dry goods in 
Figure 50 discloses a much smaller annual volume of busmess than the 
previous statements of the manufacturer of ladies’ nylon hosiery More 
ov cr, as this enterprise is a wholesale business, there are no labor expenses 
in the cost of goods sold. In y ear B a loss of 0-49 per cent on the net sales 
was sustained as contrasted with a profit of 4.77 per cent m y ear A How 
account for this change 

Through an improv cment m operaong and buying technique the cost 
of goods sold decreased from 84 93 to 83 05 per cent, bringing about a 
somewhat more favorable increase of 1 88 per cent in the gross profits on 
sales At the same time selLng expenses decreased from 12 55 per cent to 
849 per cent. Selling expenses tend to increase so gradually as almost to 
be undetected by managements Also there is a tendency on the part of 
officials to exert less stnngcnt control over expenses incurred m getting 
business than o\ er most general and administrativ e expenses 

This concern is the exception that proved the rule Its products were 
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the leaders in their field, well priced and attractively packaged. More- 
over, the greater portion of the net sales was handled by the president 
of the corporation himself, and he received a modest salary and no com- 
mission. The greater the volume he handled, the less was paid out in 

Figure 50 Comparative Income Statements of Dry Goods Whole- 
saler 



B 

A 

Per Cent to Net Sales 


Year Before Last 

Last Year 

Year B 

Year A 

Sales; 





Charge 

$201,809. 45 

$216,061.76 



Cash . 

10. 323. 88 

10, 697. 84 



Total 

$212, 133. 33 

$226,759. 60 



Less Returns and Allowances 

6.737. 46 

7, 007. 16 



Net Sales 

$205, 395.87 

$219,752. 44 

100.00 

100.00 

Cost of Sales: 





Merchandise Inventory, Jan 

1 $ 24,462.23 

$ 23,678.61 



Purchases 

172,807. 41 

206, 134. 19 



Express In 

368. 82 

333. 49 




$197,638. 46 

$230, 146.29 



Less Merchandise Inventory 

t 




Dec 31 

23. 205. 05 

47, 649. 47 



Cost of Goods Sold 

$174,433. 41 

$182,496. 82 

84. 93 

83.05 

Gross Profit 

30, 962. 46 

37,255. 62 

15.07 

16. 95 

Less Selling Expenses 





Commissions and Salaries . 

$ 15,662.62 

$ 11, 953. 86 

7. 62 

5.44 

Express Out 

1,672.47 

1,051. 34 

.82 

.48 

Light and Heat 

590.99 

383. 29 

.28 

. 17 

Paper and Twine 

488. 06 

348. 53 

. 24 

. 15 

Salaries — Officers 

3, 800, 00 

2,800.00 

I. 85 

I. 28 

Advertisings 

403.78 

160. 74 

. 19 

.07 

Rent 

3, 170.43 

1. 975 . 73 

1. 55 

. 90 

Total Selling Expenses . . 

$ 25,788. 36 

$ 18,673.49 

12, 55 

8. 49 

Net Profit Before Selling 





and Administrative 





Expenses 

5, 174. 10 

18, 582. 13 

2. 52 

8.46 

Less General and Administrative 




Expenses: 





Salaries of Officers .... 

$ 2,115.54 

$ 2,411.26 

1.03 

1. 11 

Insurance 

647. 02 

794 . 05 

. 32 

. 37 

Postage 

231.20 

397 . 91 

. 12 

. 19 

Depreciation on Furniture 





and Fixtures 

258. 18 

258.47 

. 13 

. 13 

Depreciation on Leasehold 





Improvements 

340. 95 

762.99 

. 17 

. 35 

Stationery and Printing. . . 

178. 93 

269. 12 

. 08 

. 13 

Professional Service , . . . 

219. 77 

312. 38 

, 10 

. 14 

Telephone Service 

305. 23 

496. 64 

. 15 

. 15 

Salary 

1,500.00 

2,000.00 

.73 

.93 


372. 65 

398.73 

. 18 

. 19 

Total 

$ 6, 169. 47 

$ 8,101.55 

3.01 

3 . 69 

Net Profit or Loss 

1L)$ 995.37 

10,480.58 

(L)^ 

4.77 


commissions to others. This is reflected in the decrease in salaries and 
commissions from 7.62 per cent to 5.44 per cent during this two-year 
period. In the face of increased sales, every other item in the selling ex- 
penses was likewise reduced. This achievement certainly indicated excel- 



240 INTERPRETATION OF FINANCIAL STATEMENTS 
lent control, close personal management, and real aggressiveness Express 
out, light and heat, paper and nvine, salaries of officers, advertising, and 
rent-each item of selling expenses showed a reduction, which, though 
moderate, was sufficient to turn a loss into a profit 
A small part of the funds saved ra selling expenses was used in increased 
general and administrative expenses, but only a small part These expenses 
expanded from 3 oi to 3 69 per cent In other words, the slightly larger 
gross profit on sales and the matenal reduction m selling expenses made 
It possible for this enterprise to have a very successful year 


Recapitulation 

The manufacturer of nylon hosiery improt ed its operations by reducing 
Its cost of goods sold to a reasonable level The wholesaler of dry goods 
turned a loss into a profit partly by reducing the cost of goods sold and 
partly— this is more important— by reducing certain operating costs, which 
in this case were selling expenses Information of this nature may often be 
obtained by a caceful study of comparative income statements, which 
disclose, m the increase and m the decrease of important items of expense, 
the secret of the fiuccuaaon in operating results Often final losses are the 
result of an excessive increase in salaries of officers, of lavish expenditures 
for entertainment, of top-heavy charges to depreciation Likewise, in 
many cases final profits are recorded after a reduction of these same items 
of expense 


INTERNAL ANALYSIS 

In the comparative analysis of income statements, important upward or 
downward changes in dollars and in percentages are investigated and 
studied to ascertain their causes In an internal analysis of an mcome state- 
ment, all Items are expressed as percentages of net sales Each percentage 
is then compared with some predetermined base to ascertain whether 
particular items of expense arc heavy, about normal, or light Such an 
analysis is predicated on the assumption that if any particular item of 
expense is abnormally large, the net profit will be proportionately smaller 
In an internal analysis, for example, each percentage in the statement 
in Figure 49 would have been compared with a standard or average in- 
come statement for a manufacturer of ladies’ nylon hosiery handhng 
an annual volume of business of approximately $2,000,000 This com- 
parison would have immediately disclosed the fact that the principal 
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item out of line in year B was the cost of goods sold at 94.95 per 
cent. With a gross margin of only 5.05 per cent to cover all other costs 
of operations, it was no more possible to earn a profit than to run an 
automobile Avithout fuel. The margin had to be increased. All other 
items of expense were very moderate. If the cost of goods sold could be 
decreased from 7 to 10 per cent, bringing the gross margin of profit 
somewhere between 12 to 15 per cent, operations would again be profit- 
able. That is exactly what was brought about in the following year A. 

A somewhat diflFerent situation would have been apparent in an exami- 
nation of the statements of the wholesaler of dry goods in Figure 50. The 
gross profit percentage here was ample, though slightly increased in year 
A. Through reducing all individual items in the selling expenses mate- 
rially and at the same time increasing the volume of net sales, however, 
the management was able to produce a final net profit. 

Standard or average percentage costs have been made available for 
sales groups of various sizes in particular lines of industry and commerce 
by trade associations, universities, and business enterprises interested in 
studying the operating records of these lines. Similar studies have been 
made by Dun & Bradstreet, Inc., from time to time. In order to make such 
a study both more valuable and more useful to the banker and the busi- 
nessman, the retail stores in those lines of business surveyed by Dun & 
Bradstreet, Inc., have been broken down into geographical subdivisions 
showing the typical net sales per store in New England, the Middle 
Atlantic states, the East North Central states, the South Atlantic states, 
the East South Central states, and the West South Central states. 

In Figure 51 on page 242 there is a summary of the typical percentages 
of operating costs for forty-one lines of retail and service trade. This 
schedule indicates the differences in typical costs of goods sold, typical 
gross margins, and general overhead expenses for various divisions of the 
retail and service trades, and the effect that a slight variance in expense 
percentages might have upon the final net profits of an individual busi- 
ness enterprise. 



Figure 51 Operating Ratios foe Forty-One Lines of Retail Trade 





c h a p t e r X 


THE SURPLUS ACCOUNT 


The last item in the balance sheet of a corporation before 
the total of aggregate liabilities is the surplus account.^ This is one of the 
conventions of American accountancy, which is fixed about as firmly as 
the orbit of Jupiter. 

Occasionally there are nvo surplus accounts: capital surplus and earned 
surplus. The capital surplus at times is also termed “paid-in surplus,” The 
earned surplus more recently has also been termed “retained earnings.” In 
these cases “Earned Surplus” invariably is the last item in the balance 
sheet. The earned surplus account should represent actual earnings re- 
tained by a corporation over and above dividend disbursements. As a 
result of operating losses, this account may represent a deficit or an 
impairment of capital. The distinction between earned and capital sur- 
plus is important, since ordinarily only the former should be made avail- 
able for dividend payments. 


CAPITAL SURPLUS 

When a corporation is distributing securities to the public, the man- 
agement at times has the fixed assets reappraised by an appraisal company. 
In this process, fixed assets that previously had been carried at $200,000 
might now be carried on the books at $350,000. This increase, known as 
a “write-up,” is represented by a new item called “Capital Surplus,” 
rather than by an increase in earned surplus, since no sale has been con- 
summated. 

Often these reappraisals are made during periods of high prices, and 

' With the rather rare exception where a business enterprise sets up an item of 
“Undivided Profits” like a banking institution. In these cases the undivided profits 
are really a segregated portion of the surplus account. 


243 
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) ears later, \\ hen pnces have fallen, the reappraised values represent vcr) 
inflated figures This procedure m financial strategy k brought out for 
the purpose of emphasizing the fact that the tangible net worth of a 
business is sometimes an inflated figure, particularly when an item of 
capital surplus appears Chapter VII, covering the relationships of balance 
sheet Items, should be reviewed to judge of the conservatism in valuing 
proper^ assets and their relation to the tangible net worth of a com 
mercial or industrial business enterprise 

An Item of capital surplus may also be created by the sale of capital 
stock at a price in excess of its par value, or, if no par stock is issued m 
excess of its value as given m the books of the corporation, that is, if a 
corporation sells 100,000 shares of no par stock at $10 per share, but 
carnes the stock on its books at $5 per share, the difference of $500 000 
would normally be treated as capital surplus 

Capital surplus may arise from the following sources 

r Donations, which usually take the form of treasury stock 

2 Amount by which stock is sold in excess of book value, or no-par 
stock in excess of the value for which it is earned m the balance sheet. 

3 Upward revaluation of assets In many states, payment of dividends 
from the resulcmg surplus constitutes a criminal offense 

4 Reduenon of liabilities at a discount 

5 Closing out of special reserves no longer required Whether such 
reserves should be closed into earned or capital surplus must be judged 
m the light of the particular circumstances 

The analyst must therefore, always ascertain w hether an item of capital 
surplus was created from some arbitrary bookkeeping or accounting 
procedure or from the investment of addiaonal cash m the business 

Reappraisals ma) write down as well as write up fixed asset values In 
a depression, fixed assets valued at $350,000, for example, may be wntten 
down to $200,000 in recognition of values forever lost and gone The 
$150,000 loss will then be charged against capital surplus already available 
or created by recapitalization The recapitalization may take the form of 
a reduction m par value of par value stock, change from par to no-par 
stock, reduction in the stated value of no par stock, or piecmg-together 
of shares Any of these means makes available a capital surplus against 
which to write off losses Finally, such devaluations may be charged 
against current income, if substanaal or in the event no capital surplus is 
available 

When asking for an explanation of a sudden substantial increase in 
surplus, the banker maj occasionally Icam that the fixed assets have been 
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written up by a reappraisal and the increase added without earmark to 
the earned surplus account. This accounting practice is misleading, is 
rarely countenanced by independent accountants, and under no consid- 
eration would be allowed by the Securities and Exchange Commission.^ 
A reconciliation of the surplus would reveal the source of the credit to 
surplus as being a mark-up of fixed assets rather than actual earnings. 

In Figure 52 surplus account of a corporation distinguishes between 
earned and capital surplus and further classifies the latter as revaluation 

Figure 52 Surplus Account of a Corporation 

Capital Surplus : 

March 31, 19— Excess of Revalued Assets over Liabilities 


and Capital Stock $1, 677, 887. 48 

Excess of Sales Prices of 115,060 shares of Capital and 

Treasury Stock over its Par Value 300, 569. 10 

Issued for Property— 60, 00 3 Common Stock-Purchase 
Warrants at $1. 00 per Warrcint 60, 003, 00 

Capital Surplus on December 31, 19 — $2,038,459.58 

Earned Surplus since March 31, 19— $ 550, 517. 59 


surplus, premiums on sale of capital stock, and proceeds from the sale of 
stock-purchase warrants. In this schedule the capital surplus is carried 
at 52,038,459.58, and the earned surplus at $550,517.59, which is only 
slightly more than one fourth as large. 

The sources of capital and earned surplus should be carefully investi- 
gated by the banker who hopes to estimate the asset value of a business 
with any degree of accuracy and to detect attempts at both overstate- 
ment and understatement of invested capital and earning power. 

RECONCILIATION OF SURPLUS ACCOUNTS 

The earned surplus account in any two successive balance sheets of the 
same concern is represented by two different figures. During the interval 

^ The first release by the Securities and Exchange Commission, known as Account- 
ing Series Release No. i and dated April 1, 1937, was concerned with the propriety 
of making charges to earned surplus and capital surplus. This problem subsequently 
arose in the consideration of the accounting practices used by a well-loiown corpora- 
tion and probably reached its apogee in the spectacular report of the commission 
on the Alleghany Corporation, dated March i, 1940: “The net effect of failing to 
apply proper accounting principles . . . can be well illustrated by reviewing the 
surplus accounts for the year ended December 31, 1934 ' TVhereas the balance sheet 
originally filed indicated that earned surplus amounted to $2,296,581.28 and paid-in 
surplus was $4,752,773.38 the statements after amendment reveal an earned surplus 
deficit of $52,641,439.19 and a paid-in surplus of $35,990,444.70.” 
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co\ercd bj the dates of the r«o balance sheets the surplus will have in- 
creased or decreased The schedule of surplus credic and debits between 
these tw o dates is termed the “Reconciliation of Surplus”, in the case of 
proprietorships or partnerships, it is known as the “Reconaliation of 
Net W'orth ” The first figure in the schedule is the amount of surplus 
in the initial balance sheet The profits during the pcnod and miscel- 
laneous credit adjustments sen e to increase the opcmng balance Widi- 
drawals, dnndends, and surplus charges are deducted, and the balance is 
the surplus as shown m the more recent balance sheet What credits or 
charges should be made to surplus are determmed by the management 
of the business and its accountants 

At the present ome there is a marked trend tow ard the use of a com 
bined mcome statement and earned surplus Such a combmed statement 
meets a dilemma that constantly confronts the accountant. Over the 
jears It is plainly desirable that all costs, expenses, and losses of a business, 
other than those arising duecclj from its capital-stock transactions, be 
charged against mcome* If this pnnaple could m practice be earned 
out perfectly, there would be no charges against earned surplus except 
for distributions and appropnaaons of final net income The combined 
statement minimizes the chances of overlooking charges made to earned 
surplus^ 

TTie reconciliation of surplus m the vast majority of cases is simple, it 
generally involves ver^ few- items, so that the schedule is easil) under- 
stood In fact, in the tj'pical smiphfied instance only tw o of three items 
are mvolved a credit of profit from operations and a deduction for 
losses, withdrawals, or dividends. A rcconcihacion of surplus becomes 
complicated onl^ when various and miscellaneous credits and debits 
appear m the statements of larger corporations Three surplus reconcili- 
ation statements will be presented in the order of their increasmg com- 
plexitj’ in order to illustrate the practical effect of such miscellaneous 
charges upon eammg figures from a fundamental credit pomt of view 
TTiese complications rarelv occur, except in the statements of large cor- 
porations 

The First Degree of Complexlly 

In the simplest example of the three. Figure 53, six figures are mvolved 
One of these is the sum of two items, while another is the difference of 

’Seep 217 

* ^natejnent andRevuton of Aeecnmtmg Research Bulletins, Aeeotmttrg Research 
Bullnm, No 43 (Vew Tork Ajuencan Insucott of Certified Public Accoanesnts, 
>953>.PP 17 -J 8 
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otHcr figures. In this schedule the net income of for the 

fiscal year was added to the earned surplus, which at the beginning of 
the year amounted to $1,314,732.01. From this total of §2,458,506.30 was 
then deducted all of the dividends declared and paid during the fiscal 
year, §71,627.50 on the 5 per cent cumulative preferred stock and 

Figure 53 Surplus Reconciliation Statement I 


Earned Surplus, balance at the beginning of the year . ..... $1, 314,732.01 

Net Income, year ending Oct. 31, 19 — 1,143,774.29 

$2. 458, 506. 30 

Deduct: 

5 per cent cumulative preferred dividends 71, 627. 50 

Common dividends 673, 923. 25 

Earned Surplus, balance at the end of the year $1, 712, 955. 55 


$673,923.25 on the common stock, leaving an earned surplus which was 
carried in the last balance sheet at §1,712,955.55. This reconciliation of 
surplus could be simpler only if no dividends had been paid. In that event 
the simple addition of the net income for the year to the beginning sur- 
plus would have given the surplus at the end of the fiscal year. 

The Second Degree of Complexity 

The second example of surplus reconciliation in Figure 54 begins to 
show some mild modifications on the simplified formula above. In addi- 
tion to both the credit to surplus of the profits for the year and the 
debit of the dividend disbursements, three items of expense have also been 


Figure 54 Surplus Reconciliation Statement II 


Earned Surplus at the beginning of the year 
Add: Net profit for the year 


Deduct: 

Dividends $211,819.32 

Expenses in connection with reclassification 

of preferred stock 13, 434. 68 

Additional expenses in connection with the 
exchange and sale of 4 1/4% debentures 

in preceding year 4, 592. 25 

Premium on 4 1/2% debentures purchased 
for retirement through sinking fund 380, 00 


Earned Surplus at the end of the Year. 


$224,824. 55 
351, 673. 20 


$576,497.75 


$230,226. 25 
$346,271. 50 



248 INTERPRETATION OF FINANCIAL STATEMENTS 
charged to the surplus account. The accountmg basis for charging these 
Items to the surplus account uiU be discussed later 

In this case the jear staned off with an earned surplus account of 
$224,824-55 Operations were conducted on a splendid margin of pro6t, 
and $551,673 20 UTJS added to the earned surplus, gismg the substantial 
figure of $576,497 75 From this sum were then deducted aggregate divi- 
dends of $211,819 32 Up to this pome, this particular reconabanon of 
surplus is sirmlar to the one alreadv quoted. Non, honever, ne begm to 
find a material difference Three items nere charged not to the income 
sutement but to the earned surplus account expenses amounting to 
$13,43468, in connecnon nith the reclassificanon of preferred stock, 
additional expenses of $4,592 25, m connection nith the exchange and 
sale of 4 14 per cent debentures m the precedmg ) ear, and a premium of 
$380 on 4I4 per cent debentures purchased for retirement through the 
sinking fund These three items together came to $18406 93 Thej are 2 
t}*pc of charge often termed “extraordinary and non recurrent,” as they 
are not incurred m the normal daily operations of a business and sup- 
posedlv Mill not recur tn the foUomng year 

If these three extraordinary items had been charged to the mcome 
statement and not to the earned surplus, the second figure in this schedule, 
represenang net profit for the year, would have been $333,26627 and 
not $351,673 20 The difference would have been 5 2 p^r cent less than 
the amount reported In other words, by' the very simple expedient of 
charging the surplus account, net profits for the year may* be mflated 
and thus mislead the analyst unless he is on his guard. 

The Third Degree ol Complexity 

In the third classification of surplus reconabanon statements m Figure 
55, the pobey pursued in the second surplus account is developed to an 
exaggerated degree A wide vanc^ of charges are made directly to the 
surplus account, with consequent possible inflation of reported earnings. 
In addicon to the normal debit for dividend disbursements, five other 
chaiges appear in the following surplus reconabanon statement- 

To an initial earned surplus of $299,558 were added the impressive 
net profits of $713,138 72 for the year From that total was deducted a 
senes of sev en items, of w hich the two most important w ere dividends 
on preferred stock of S44445 57 and dividends on common stock of 
$564,048 15 The reirmmng five items ranged from charges amounting to 
$47,08824 for the retirement of fixed assets and charges of $38,032 19 
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for adjustments in reserves for depreciation to expenses of $9,757.24 in 
connection with financing not consummated — making the respectable sum 
of $127,849,61. If these five charges had been made to profit and loss, as 
many accountants would conservatively recommend, net profits would 
have been 17.9 per cent less than the amount actually reported to stock- 
holders. 


Figure 55 Surplus Reconciliation Statement III 


Earned Surplus at the beginning of the year. 
Add: Net profit for the year 


Deduct: 

Dividends paid on preferred stock $ 44, 445. 57 

Dividends paid on common stock 564,048. 15 

Expenses in connection with distribution of 

dividends on common stock 12, 972. 94 

Adjustment of reserves for depreciation as 

of January 1, 19— 38,032. 19 

Reserve provided for investment in Reserve 

Corporation 19,999.00 

Charges resulting from retirement of fixed 

assets 47,088.24 

Expenses in connection with financing not 
consummated 9,757.24 


Earned Surplus at the end of the year 


$ 299, 558. 00 

713, 136. 72 
$1,012, 696.72 


$ 736,343.33 

$ 276, 353, 39 


These charges were all actual expenses incurred in operating the busi- 
ness, and the fact they were segregated from other operating charges 
might indicate a desire on the part of the management to show larger 
profits than somewhat more conservative accounting practices would 
have shown. No matter what the policy is or its theoretical basis, there 
is no doubt about the real effect. 

NET PROFITS 

It is not particularly difficult to determine the net profits of a small 
retail business enterprise. With some semblance of book records and a 
physical inventory at the beginning and close of the fiscal year, the net 
profit before dividends or withdrawals is represented by the difference 
in the excess of the value of all of the assets over the liabilities between 
the two dates. If exact bookkeeping records are maintained, the net profit 
may also be determined by deducting successively from gross income the 
cost of goods sold, salaries, wages, rent, light, heat, telephone, taxes, and 
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all other expenses of the business Any amount left o\er before dmdends 
or withdrawals represents the net profit The formula is simple, widel) 
used, readil) understood, universally and almost intuitively known No 
matter what the items of expense are or how they occurred, they are 
deducted one and all before arriving at a residue to represent the final 
net profit 

The same process is used by small or moderate-sized manufacturing 
enterpnses The only change, m the case of manufacturers, is the addi- 
tion of direct labor, depreciation on machinery, and other factory charges 
to the list of expenses already mentioned This formula for computing 
net profit is probably used by “99 44 per cent” of the business enterprises 
of the country 

When we study the financial condition and operating records of con- 
cerns with distnbuted stock interests— that is, corporations with capital 
securities listed or traded on some stock exchange or over the counter- 
there is occasionally a vital modificaaon to this simple, everyday, praca- 
cal accounting convenuon This modification is the quarantirung of 
certain items of expense, carefully keeping them away from income 
statement, but turning them over body and soul to the ubiquitous surplus 
account That is what happened in the two surplus accounts on pages 247 
and 249 

Charges to Surplus 

Sometime during the first quarter of this century this practice was 
theoretically justified on the basis that an income statement should be 
concerned fundamentally not with including all items of expense, but 
with showing the net profit from operation for the year, unaffected by 
losses and adjustments applicable to other years In other words, two 
arbitrary tests were created to determine whether an item of expense 
constituted a charge against current operations 

1 Was the expenditure for normal operations^ 

2 Was It meurred or accrued during the year under review^ 

Under this theory, charges and credits of a special and non-recurrent 

nature are made by some accountants to surplus The application of this 
theory to the accounang practices of nationally known industrial and 
commercial corporations has naturally resulted m many unusual situa- 
tions Thus, a profit or loss incurred by the sale of fixed assets, charges 
for carrying a manufacturing plant not m actual use, profits or losses 
incurred in the sale of securities, charges to wipe out underwriting costs, 
tax refunds or additional taxes, so-called “extraordinary wnte-downs” to 
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inventory and receivables — one and all might be made to profit or loss or 
to surplus depending on the point of view of the operating management, 
or on a compromise between the views of the management and the 
accountants if outside independent accountants are on the books and 
making the audit. In the examples already quoted in this chapter, such 
items as expenses in connection with the reclassification of preferred 
stock, additional expenses in connection with the exchange and sale of 
debentures, expenses in connection with the distribution of dividends on 
common stock, and adjustment in reserves for depreciation never found 
their way to expense, but were charged to earned surplus. 

In view of the complexities introduced by surplus adjustments and the 
fact that the classification of income and surplus charges is often based 
on the whims of the management, the banker must be on guard against 
manipulations designed either to overstate or to understate earnings. 
Probably the least justification exists for making such charge to the sur- 
plus account as write-downs on inventories and on receivables when the 
design is to have the charge missed from year to year and never applied 
to the income statements. 

Credits to Surplus 

Although the three surplus accounts that have been quoted do not 
contain credits from extraordinary items of this nature, such credits are 
made from time to time. Credits to surplus are rarer than debits, but for 
consistency must be made. When, for example, a corporation has been 
putting charges for additional taxes through the surplus account, any 
unusual tax rebate must logically be credited to surplus. If a loss on the 
sale of a capital asset were charged to surplus, it would be only logical 
to credit a profit on the sale of capital assets. One exception to the general 
practice of adjusting profit and loss figures occurs when an asset that 
was once arbitrarily written up is now written down. Where both the 
write-up and the write-down are book entries, they should not appear 
in the income statement. 

The accounting policies of managements are sometimes designed to 
minimize reported profits in good years and to enhance reported profits 
in poor years. They may be motivated by a desire to avoid public criti- 
cism and a clamor for dividends when earnings are high, as well as to 
conceal an impaired position in poor years. In more recent years corpo- 
rations have made fewer adjustments through the surplus account and 
more directly against current operations. The improved earnings might 
partly account for this fact. 
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Adjusting Reported Net Profits 

From a credit point of mcw, \ve are pnmanly and fundamentally in- 
terested m ascertaining the amount of net profits after all ch^es, 
w hether the charges are made to the income statement or to the surplus 
account. Net profit is the one final measure of the ability’ of the manage- 
ment to operate a busmess enterprise successfully, and it must take into 
consideration all of the policies of the management If the president of 
one company is able to show a net profit of $30,000 from operations and 
then loses $50,000 by poor inv estmcnt policies, he would certainly need 
more careful watching than the management that earned the same profit 
and w as able to keep a firm grasp upon those funds A similar situation 
would be created if a management showed an operating profit of $20,000, 
but that sum was offset by a wnte-down in inventory of the same 
amount. Such a management would need more careful watchmg than one 
that earned the same profit and had no w nte-down on inventory 

The last figure m the income statement, therefore, should ne\er be 
accepted unequivocally as the absolute net profit or loss until the surplus 
account has been carefully scrutinized and taken into account 

MISCELUNEOUS CHARGES 

A study of the income statements and of the surplus accounts of border- 
line and questionable credit risks, to ascertain the amount and the extent 
of indu idual expenses, often solves cniaal operating policies bj bnngmg 
to light those places where the management has unnecessarily lost monej 
through poor judgment If substantial write-do\vns are taken on inven- 
tor) or on receivables, somethmg must be wrong with the purchasing or 
credit policy Often detection of the ailment m the income statement or 
surplus account will suggest the remed) 

Extraordmar) and non recurrent charges should invariabl) be segre- 
gated and analyzed individually FrequentI) the anal)st will find that 
the manufacturing and distnbuong operations have been carried on in- 
telligently and profitably, but the final results have been unsatisfactory 
because of unprofitable outside operations, such as losses assumed m 
financing a subsidiary or extraordinary sums spent fruitlessly on research 
The goal of maximum net profit will be more nearly approached b) 
learning and then correcting the causes for losses in the income statement 
and the surplus reconciliation account which are out of line with sound 
management policies 



chapt e r XI 


BUSINESS BUDGETS 


With the extensive public discussion of the federal budget 
each year, the term “budget” is no longer a word of mystery, nor does 
it conjure up the great leather bag in which the early English chancellors 
of the Exchequer carried their financial documents. 

Moreover, since the widespread advent of the instalment method of 
purchase, there has been a steady development of what have been called 
“budget plans.” Any one may obtain a budget plan showing how much 
of his weekly or monthly income should be spent for rent, food, clothing, 
entertainment, travel, and savings. Whether the individual is single, mar- 
ried and without offspring, or with one, two, or three children, his 
budget will indicate the amount of the weekly or monthly income that 
may be disbursed per week or month for the purchase of an automobile, 
a piano, television, chair, sofa, vacuum cleaner, diamond ring, or suit of 
clothes. Furthermore, any life insurance salesman with a little experience 
is prepared to suggest, with unquestioned authority and without the loss 
of a single breath, how much money to allow out of any salary for the 
purchase of life insurance; and if life insurance salesmen themselves do 
not always agree upon the same figure, at least the minimum amount is 
always and without exception sufficiently large. 

While business budgets are generally more complicated than personal 
budgets, they are of no less interest and benefit to debtor and creditor 
alike. 


DESCRIPTION OF BUSINESS BUDGETS 

In the fully developed budget system of large manufacturing corpora- 
tions, there are no less than fifteen major budgets: the sales budget, which 
is the starting point of budgeting; the production budget, which is the 


253 



254 INTERPRETATION OF FINANCIAL STATEMENTS 
basis for manufactunng and cost control, the budgets for raw matenals, 
incidental materials, indirect materials, and supplies, the purchase budget, 
which helps promote )udicvous bujing, the labor budget, the manufac 
tunng expense budgets, finanaal budget, master budget, estimated balance 
sheet, and estimated income statement. TTus is quite an arraj of budgets 


Budget Figures of Interest to the Banker 

The intncacics and details of complete budgeting for a large manufac- 
turing establishment are certainly vast Of the fifteen major budgets, 
however, onl) two are of matcnal interest and concern to the credit 
department or to the loanmg officer of a bank For him they are the 
essence, the concise summary, the sum and substance of budgeting These 
two schedules consist of (t) a consecuDve senes of estimated balance 
sheets, and (j) a consecuave senes of estimated income statements 

Occasionally the important mformaaon from these two instruments is 
condensed into a single brief schedule to give a concise summary of 
operating expenses and results and at the same time the w orking capital 
posiDon of an enterpnse This latter single schedule is the more simple 
and the more easily grasped, but if grouped expenses are high and actual 
costs exceed budgeted figures, then one must refer to underlying expense 
figures to ascertain which items are out of line The details are mvanabl) 
available, however in the full income statement and the full balance 
sheet Examples of the use of the detailed balance sheet and the detailed 
income statement, and of the condensed combined hybnd schedule of 
these tv\ o instruments will be discussed in this chapter from the point of 
view of the loaning banker 

Just as an experienced, capable credit analyst, without full knowledge 
of the technique of accounting, is trained in interpreting financial state- 
ments m a more iundamental manner than the typical accountant, so here 
in the field of budgeting no technical knowledge is required to interpret 
the vanous budgets set up to estimate and control operating results 

Budget Figures and Sales Forecast 

The t} pical balance sheet and income statement received by the banker 
from a depositor, prospectn e account, or concern under investigation for 
some other reason, are designed to reflect the financial condition of the 
concern as of a date already passed These figures then represent a finan 
cial condition that, after mature consideration, is to be maintained or 
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improved during the following month, quarter, or other period. All 
budget schedules, however, represent plans based upon forecasts or esti- 
mates for the future. These forecasts and estimates must, however, be 
sound. 

The fundamental budget forecast is a sales forecast — that is, a prediction 
based upon all available information, knowledge, and research as to the 
volume of business a concern might reasonably expect to handle during 
each of the ensuing twelve months, individually and cumulatively by 
months. This forecast might be based upon a rough estimate or upon an 
elaborate study “into the nature, character, and quality of a product or 
products, trends in the use of the product or products, relative oppor- 
tunity for sales in different geographical areas, relative merits of different 
methods of promotion and sales, effect of price upon volume of sales, 
prospective business and economic conditions and their probable effect 
upon different methods of promotion and sales.”^ In other words, an 
estimated income statement which contains a forecast of all operating 
income and expenses in great detail is drawn up for each month of the 
coming year and for the year as a whole. A tentative balance sheet is 
also prepared showing the financial condition of the business as of the 
end of each month, on the assumption that actual operations will work 
out exactly as planned in the estimates of sales, production, income, and 
expense. 

Estimated Monthly Figures 

By this process the financial condition at the end of one fiscal year 
may be compared with the estimated condition at the end of each month 
in the ensuing year, and necessary changes may be made in operating 
policies to reach predetermined logical objectives. The budget thus estab- 
lishes in advance the objective of operations for any period and provides 
a monthly basis for comparing estimates and results. If the estimated 
profits are not being approximately realized from month to month, then 
an intelligent study of the figures will always indicate where changes 
should be made in operating policies, in order to attain or more nearly 
approach the objective by the end of the current fiscal year. The budget 
fundamentally is a management device to anticipate income and expense 
as well as the financial condition of a business between fiscal dates. 

The typical procedure on the part of the operating management is to 

* John H. Williams, The Flexible Budget (New York; McGraw-Hill Book Co., 
Inc., 1934), p. 5. 
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draw up both yearly and successive monthly budgets The yearly budget 
enters into feu details, but gn es a comprehensive summary of the antici 
pated income from all sources and of the anticipated expenditures from 
all sources with a final net profit or loss, also the balance sheet to be 
anticipated at the end of the fiscal year The yearly budget is supple 
mented and controlled by the vanous monthly budgets, which go into 
as much detail as is required by the nature of the business and which 
make due allowances for seasonal and month by-month fluctuations in 
sales, income, and expense which take place m every business enterprise 
The month by month budgets are checked at the end of each month 
against the actual results for the month The causes of discrepancies are 
then noted and analyzed, and whenever necessary, changes are immedi- 
ately made m operating policies to bring the trend of results, if possible, 
more into line 

Often wholly unexpected circumstances arise during the year that ne 
cessitate the discarding of previous estimates and forecasts and the revision 
of monthly budgets for the remainder of the fiscal year Especially is 
this true during periods characterized by sharp fluctuations in prices or 
business activity and by strikes or other episodic movements Dunng 
periods of uncertainty both forecasts and budgets must necessarily be 
for short periods because of the difficulty of predicung the future course 
of events The budget is the chart that the operating management is 
normally expected to follow 

INTERPRETATION OF BUSINESS BUDGETS 

The Eastern Toy Manufacturing Co, Inc, has been engaged m the 
manufacture and distribution of an extensive line of children’s toys, 
games, and novelties for a period of twenty two years The management 
has confined its sales to fairly well known department stores, chain stores, 
and a few of the more important wholesale distributors of toys The 
business has been profitable for many years and, by constant up-to the- 
minute innovations, has maintained leadership in its field and steadily 
increased its sales volume Sales are made on unusual terms of 3 per cent 
discount m ten days E O M , net thirty days As a result of the substantial 
discount offered, the greater portion of sales are retired on the discount 
basis 

Manufacturing operations are earned on steadily throughout the year, 
with a seasonal drop m the latter part of November and m December, 
when finished merchandise is flowing out to its customers, and in January, 
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when receivables are being collected from the large December sales. 
On December 3 1 receivables are at the high point for the year but by 
January 31 are largely collected and the funds utilized to reduce or en- 
tirely pay off bank loans. Because of this seasonal operation, January 31 
has been used for many years as the fiscal date for closing the books. 


Objective in Sales and Profits 

On January 3 1 , year A, the end of the fiscal year, the corporation had 
an authorized and outstanding capital stock, all common, of $160,000 
and an earned surplus of $61,351.02. Sales of $810,210 had been handled 
during the year at a net profit of $42,920. Financial affairs were in a 
healthy shape. The receivables had been largely collected, the inventor)’- 
was down, and the liabilities were moderate. After a careful study of the 
operations for that year, of the general condition of business, of the new 
products being developed, and of the improved organization, a sales 
budget for the next fiscal year ending January 31, year AA, was set with 
a 5 per cent increase at $848,060. Net profits were estimated at $54,374, 
an increase of $i 1,454. Both objectives seemed quite reasonable. 

Preparation of Budget Figures 

After these objectives were carefully determined, the various budgets 
were drawn up and submitted to the president for approval. After some 
minor revisions the budgets were turned over to the comptroller for 
translation into successive monthly income statements and balance 
sheets. 

The comptroller forthwith presented the president with rvvelve indi- 
vidual and cumulative monthly statements of income and twelve balance 
sheets. Due consideration was given to seasonal variation, characterized 
by moderate sales and manufacturing for inventory during the first two 
quarters, increasing sales during the last quarter. Liabilities went up as 
the inventory expanded, reaching a peak in December when the inven- 
tory was largely turned into receivables, and then dropping abruptly as 
the receivables were collected in January and the funds immediately 
used to reduce the current indebtedness. Here was the series of progres- 
sive pictures to which operations must largely conform during the year 
if the sales and profits estimates were to be realized. 

As one month succeeded another during the fiscal year, the president 
would receive exact income statements and balance sheets for compari- 
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son the estimated financial statements If m the course of the jear 
the net sales or profits ^^ere not conung up to expectauons, then operat 
mg policies had to be exammed to ascertain w hethcr more mtensn c selling 
effort, reduced expenses, or other operating policies should be changed 
to produce the planned results 

In this chapter the actual and esamated statements will be examined 
at three-month intervals The process would be identical if each of the 
monthl) statements w ere analyzed 

The first set of quarterly figures to be examined are those dated Apnl 
30, year A At this point w e shall compare the budgeted balance sheet 
with the actual detailed balance sheet, the budgeted monthly income 
statement with the actual income statement, and the budgeted cumula 
m e income figures covenng operations for the first three months of the 
) ear with the actual income figures for the same quarter The comparisons 
at the end of the second, third, and fourth quarters will be based on con 
densed balance sheets and income statements, which usually suffice to 
rcteal the trend of a concern’s liquidity, solvency, and profitability^ for 
control purposes 

first Quarter 

Substantial deposit accounts of the Eastern Toy Manufacturing Co, 
Inc , have been maintained ivith two banking insntuuons for man> jeais 
The loaning officer of one institution has kept m closer touch with the 
operations of the busmess than the officer who has handled the account 
at the other institution The former m the course of his banking expen 
ence has seen several concerns in highly seasonal lines of busmess become 
financially embarrassed within a few months m cases where the operating 
managements had failed to realize the growmg strength of compentors 
He knew that any loans to this enterprise were good only so long as the 
cwictrn TTmntained its ^eaders'mp m a s\si 5 t-movmg specialty business 
Accordingly, as an expenenced banker, he was accustomed to request and 
to analyze the budgeted and actual figures at periodic intervals during 
the year and to be posted on all de\ elopmcnts, particularly when the con 
cem was gomg through its operating peak 

Figures 56, 57, and 58 on pages 259, 260 , and 261 are respectively 
(i) a comparison of the budgeted and actual balance sheets as of April 
30, (2) a comparison of the budgeted and actml income statements for 
the month ending April 30, and (3) a comparison of the budgeted and 
actual cumulative income statements for the three months ending Apnl 



BUSINESS BUDGETS 259 

30. In each case a third column shows absolute differences between esti- 
mates and actual results. 

There are six noticeable contrasts between the budgeted and the actual 
balance sheet as of April 30. In the assets three figures appear to be out 
of line in the actual balance sheet: the receivables, the inventory, and the 


Figure 56 Comparison of Actual and Budgeted Balance 
Sheets for Eastern Toy Manufacturing Co., Inc., (as of 
April 30, year A) 


Cash 

Accoimts Receivable 

Inventory 

Total Current Assets. . 

Fixed Assets, Net 

Life Insurance, Cash Value . . . . 

Deferred Charges 

Other Assets 

Total Assets 


Due Backs 

Accounts Payable — Merchandise . 
Accounts Payable — Equipment . . 
Accruals: Salaries and Wages . . . 

State and County Taxes 

Social Security 

Federal and State Income Taxes. . 

Bond Ditcrest 

Interest on Loans 

Miscellaneous 

Reserves for Ro>*alties 

Reserves for Advertising . . . . . 

Total Ctxrrent Liabilities . . , . - 

Bonds Outstanding 

Capital Stock 

Surplus —* February 1, Year A. . . 
Current Operations 

Total Liabilities 


Net Working Capital 
Current Ratio . . - 
Tangible Net Worth 


Over or 

Budget Actual Under 


$ 28, 

276. 

41 

$ 31, 

148.55 

$ 2, 

872- 

14 

43. 

138. 

45 

33. 

054.29 

10, 

0S4. 

!6{U) 

199, 

692. 

50 

228. 

705.28 

29. 

012. 

78 

$271. 

107. 

36 

$292, 

908. 12 

$21. 

800. 

76 

220, 

589. 

74 

227, 

511. 80 

6. 

922. 

06 

16. 

336. 

16 

16. 

336. 16 
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fixed assets. In the liabilities, the accounts payable for merchandise show 
an alarming increase. At the same time there is an apparent shrinkage in 
net working capital. The most serious change, however, is the loss in 
current operations. 

Actual receivables amount to $10,084.16 less than anticipated; the in- 
ventorj'' is $29,012.78 greater than estimated; and the plant assets are 
$6,922.06 over the budgeted figure. All three changes point to less 
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Lquidir}, as further evidenced bj the $13,622 76 reduction m net worl- 
mg capital 

In the liabilities, the accounts pajaWc for merchandise are $37,363 29 
greater than the forecast, vhile the current operation defiat represents 
a difference of $6,283 3 * expected profit This loss and Ae pnr- 


Figure 57 Comparison of Actual and Budgeted Income State 
ments for Eastern To\ Manufacturing Co , Inc. {month ended 
April 30, year A) 
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chase of three modem stamping presses to replace worn-out etjmpment 
largelj^ account for the shrinkage in net working capitaL Add to these 
unfavorable changes the decline m tangible net worth of $6,283 31, and 
both the management and the banker hate ample warning of an unfat or- 
able trend 

At the beginning of the calendar j ear the corporation was entirely out 
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of debt with its two banks. In the meantime, as the actual April 30 bal- 
ance sheet shows, liabilities of $130,000 had been incurred at these two 
institutions to arry an increased amount of raw material, in process, 
and finished merchandise. This w'as exactly as scheduled. The expansion 
in the accounts payable for merchandise of $37,363.29 in excess of the 


Figure 58 Comparison of Actual and Budget Income State- 
ments for Eastern Toy Manufacturing Co., Inc. (three months 
ended April 50, year A) 
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budgeted figure, however, was more than twice the estimate. What had 
brought this about? To explain the developing balance sheet ailments, 
the banker turned to the operating figures. 

Income Stateinents.—Tixst of all the banker studied the income state- 
ment for the month of April and then the cumulative statement for the 
three months ending April 30. The figures for the single month disclosed 
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the fact that net sales had amonnted to only $j8,i6o 19, which was 
$7,33981 under the annapated \olume, and that the increase m mien- 
tones for the one month amounted to $30443 26, which was $12,578^2 
over the budgeted figure Naturallv the mcreased manufacturing opera 
lions required to build up the imentotj unduly at this time of year 
caused an increase m the important items entenng into the cost of goods 
—that IS, materials, direct labor, and manufactunng expense Finally , m 
stead of the estimated net profit of $1,21960 for the month, a loss of 
$1,597 14 was sustained These figures all seemed to mdicate that cither 
the purchasing department had received advantageous quotations on cer- 
tain raw materials which had been purchased, or the operating manage- 
ment was accumulating raw material inventorv m anticipation of a con- 
tmued nse in prices 

The mcome statement for the three months endmg April 30 indicated 
that the unfavorable syrniptoms had largely dev eloped m ApnL Whereas 
the net sales were under for April, they were a tnfle over for the entire 
three months penod, mdicatmg that net sales had been ahead of the 
estimates m February and March The increase m mventones over the 
budget for the quarter was $8,778 70 and for the month of April alone 
was $12,57842 Hence, the possible overstocUng m mventones clearij 
onginated in ApnL 

Proceeding with the study of the quarterly statement, the banken no- 
ticed that finished goods purchased were over to the extent of $5,82! 13, 
as no allowance whatsoever had been made m the budget for this dis- 
bursement Direct and indirect labor were $6,71577 over, and other 
manufactunng expenses $4,172 14 over the quancriy estunates These 
excess disbursements were a logical consequence of the purchase of 
more raw materials than anaapated and of employing more workers for 
their fabncaaon. 

Xne final profit figure was ofi appreciably "Whereas a profit o! 
52’953 37 ''ss anticipated for the quarter, a loss of $3,32994 was actually 
sustained The amount of the profit or loss assumed durmg the off season 
in the early months of the year was, however, less important from the 
pomt of view of the banker Operations in the early part of the y ear could 
be m the black or m the red to the extent of a few thousand dollars, and 
It would give no real mdicaoon of the final outcome for the year .More- 
over, the amount involved was not large Operations would, however, 
need to be diligently watched and studied, espeaally if the results for 
the next few months continued in the red Sales for the first three months 
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of the fiscal year had always been low, and the current year was no 
exception. 

Inventory Policy .—A. review of the entire figures for the first three 
months now left the banker with the impression that he required more 
knowledge of the current policy of the management in piling up mer- 
chandise considerably in excess of the budgeted figure, and thereby in- 
creasing manufacturing expenses and current liabilities. The April 30 
actual balance sheet showed an inventory of $228,705.28 in contrast to a 
budgeted inventory of $199,692.50, and that expansion naturally ac- 
counted for the larger accounts payable for merchandise. 

In an interview Fred Altman, president of the corporation, verified the 
fact that wholesale prices of copper, zinc, tin, and paperboard had been 
rising steadily for three months and that the management had decided to 
anticipate a portion of its raw material requirements, especially as there 
was every indication that prices would be still higher in the immediate 
future. While agreeing with this policy if applied moderately, the banker 
cautioned against overexpansion of inventories in the hope of speculative 
profits. Wholesale prices had been known to go down as well as to go 
up, he warned, and if prices dropped when the business was heavy with 
merchandise, the inevitable result would be a substantial yearly loss. His 
final advice was to stick a little closer to the budget. The banker made a 
mental reservation to investigate the inventory policy again in a short 
time, for assurance that the management had not left the straight and nar- 
row path. 

Second Quarter 

The budgeted and the actual balance sheets, and the budgeted and the 
actual income statements for the month of April and for the quarter end- 
ing April 30, which have just been examined, are the typical schedules 
that a banker generally obtains in analyzing a difficult situation. Some- 
times the budgeted figures for each month of the ensuing year are dis- 
cussed with the banker as soon as they are prepared. At such a time the 
banker is in a unique and favorable situation to question the executive re- 
garding the various items, whether the anticipated sales for the year and 
the various items for administrative, selling, and manufacturing expenses 
seem reasonable, and whether some savings cannot be achieved in the 
case of a concern that is showing losses and needs to get on the right side 
of the ledger by reducing salaries of the administrative staff, by more 
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careful bujnng of inachineiy, pans, and equipment, or by reducing 
traveling and entertainment expenses After operations for the year are 
v\ ell under \v ay, all the banker may do is to keep m close touch vv ith pol- 
icies, receipts, and disbursements, to see that the trend is in the nght direc- 
tion, and often that is not quite so strategic or so helpful as assisting m the 
determmauon of essenoal poliaes and budget figures before the year is 
really opened 

Finanaal schedules similar to those that vve have )ust examined -were 


Figure 59 Comparison of Actual Performance with Budget 
Forecast for Eastern Toy Manufacturing Co, Inc (July ^i, 
year A) 
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submitted to the banker for the fourth and fifth months, along with 
cumulative income statements up to the ends of those months The sixth 
month came and went The statements for the month of July and for the 
SIX months ending July 3 1 appear in condensed form in Figure 59, abov c 
Here on one page are a limited number of figures that summarize 
the results of operations and the financial condition of the business in one 
brief schedule instead of three full schedules If after a study of these 
condensed figures, more information were needed, the banker would ex- 
amine the underlying data from which the summary had been prepared 
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Income Accoimt.-'WMAt the actual sales invoiced during July were 
materially less than the estimate, the actual sales for the first six months 
of the year were only 2.3 per cent less than the budgeted net sales 
of $283,337. Apparently the volume of business from one month to an- 
other was fluctuating somewhat away from the expected volume, but 
cumulative figures were fairly close to the estimated figures. After all, 
accuracy in cumulative results is more important than having the figures 
accurate for respective months. For the first quarter of the year net sales 
were $1,155.26 over and for the six months $6,544.59 under. There was 
no doubt that the sales department was functioning smoothly and effec- 
tively. 

Overhead expenses, likewise, were pretty much in line, a trifle under 
for July, but somewhat over for the she months. For the first half of the 
year, budgeted overhead expenses had been estimated at $79,484.38 and 
had actually amounted to $86,232.14, the largest difference being found 
in the manufacturing end of the business. 

Net profit figures were now more encouraging. The early losses had 
been recovered, and operations were in the black. Actual profits in July 
were more than double the estimate. The budgeted net profit for the sbe 
months had been $10,414.42, and the actual net profit was $7,469.84. This 
improvement during the second quarter would indicate that 45.7 per cent 
of the six months’ profits had been earned in July, even though the net 
sales were below expectations for that one month. 

The summary of financing requirements also disclosed some variations 
from the plans made early in the year. The budgeted figures for July 
provided for $16,500 of notes payable for merchandise, but slightly more 
was used. As a result, the outstandings in the form of bank borrowings 
and notes payable for merchandise were just about as planned. All in all, 
the operating figures now seemed to be pretty much in line. 

Worh'ng Capital Position.— When the banker came to the summary of 
the working capital position of the corporation, he observed that gross 
current assets were $20,659.97 over the budget, while current liabilities 
were $40,620.50 over the estimate. The operating loss incurred during 
the first quarter had been made up by operating profits in the second 
quarter, but even so, the net working capital showed a larger difference 
between the budgeted and the actual figures than as of April 30, the 
shrinkage at the end of the first quarter amounting to $13,622.76 and at 
the end of the second quarter to $19,960.53. That was a substantial varia- 
tion. What was the reason? 

Even if the full budgeted net working capital had been retained, it 
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would not have been any too much going mto the peak of the season 
with current liabilities of $302,36691 Affairs now had to be watched 
closelj to be sure that nothing radical happened dunng that period of the 
)ear, when eseiy department of the business needed to be funcaoiung 
on all cjlinders The only possible rea«)ns for such a decrease in net 
workmg capital would be dividend disbursements about which the 
banker knew nothing, the retirement of some portion of the bonds, or 
increased expenditures abote the budget allowance for machinery, fix 
Hires or other fixed assets Irrespective of cause, the management needed 
to be warned that the working capital position under no circumstances 
should be reduced further 

Of the current assets, the cash was under, the receivables higher, and 
the merchandise materially oier The merchandise was certainly heavy, 
but 65 per cent of the imentory was against confirmed orders and uas 
held against actual shipping dates running from August to December 
Hence, the business was not as overextended as appeared at first glance 
There was no doubt, however, that the inventory would have to be 
watched 

Tw 0 weeks after presentation of these statements the president of the 
corporation called at the bank to discuss the possibility of borrowing an 
addmonal $23000 The banker’s first inquiry concerned the noticeable 
drop in net working capital No dividends had been paid, and no part of 
the bonds had been retired What had happened, the president explained, 
was that two new boilers had been needed and purchased early in May 
Then an addition had been made to one end of the plant so that the 
manufaetunng operanons could be routed more efficiently Perhaps these 
expenditures of approximately $16000 were justified from an effiaency 
engmeermg standpoint, but finanaally they were unwise After full dis 
cussion of the situation the banker cautioned the president not to reduce 
workmg capital at any time during the balance of the year without first 
talkmg with him More, and not less workmg capital was needed to sup- 
port operations dunng the approaching peak season 

Altman then brought up the problem of inventory Pnees were still 
going up Purchases had been kept close to the budgeted figures since the 
conference at the end of the first quarter Should the corporation not lay 
in more raw material, smee no end to the nse in pnees seemed in sight’ 
Again the banker cautioned against deviation from the budget, pointing 
out that greater losses are probably taken from revaluing mventones 
downward after a drop m prices than from any other single cause 
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Third Quarter 

The third quarter, which ended October 31, came around with its op- 
erating record. Business was now definitely upward. Sales were increasing 
as wholesalers were taking their orders. In November the department 
stores out W^est would begin to ask for shipments, and by early December 
the eastern department stores would want their merchandise. Of esti- 
mated sales of $848,060 for the entire year, only $276,792.41, or 32.6 per 
cent, had been shipped during the first six months. If the budgeted fig- 
ures were to be equaled or exceeded, more than two thirds of the sales 
would have to be made in the second half of the year, as was natural in 
this highly seasonal industry. 

Income Account.— The figures for October and for the nine months 
ending October 31 showed the results of the pick-up in sales. During 
the third quarter net sales aggregated $293,545.40, or more than the 
sales during the first six months of the year. More than half of this 
sum represented business handled in October. The sales department was 
running pretty close to par, being only 1.7 per cent off the estimate for 
the entire nine months. It was now evident that a splendid job had been 
done by the management in making the estimates when the budgets had 
originally been prepared and also by the sales organization in carrying 
them out. 

Overhead expense items were again in line. Actual disbursements for 
indirect labor, administrative expenses, and manufacturing expense were 
1.7 per cent under the estimated figures for the nine months. Real prog- 
ress had been made in the third quarter, as at the end of the first six 
months overhead expenses had exceeded the estimates. The management 
was to be commended for this showing, as overhead is the section that 
often upsets the budget. 

The net profit figures were now above earlier expectations. For Octo- 
ber net profits were slightly in excess of the estimate, and for the nine 
months they were approximately 35 per cent in excess of the budgeted 
net profits of $32,378.72. Apparently the corporation was going to have 
a splendid year. As a result of these profits, the net working capital 
should show some improvement over the figures that had caused such 
concern at the end of the first six months of operation. 

Workmg Capital Pofffiow.— Financing requirements in October ex- 
ceeded the budget, because of heavier receivables and inventory than an- 
ticipated. The bank debt was $5,850 in excess of the budget figure, and 
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notes payable for merchandise were $22,898 37 over The working capital 
posinon, ^vhlch had been off so appreciably on July 31, was considerablj 
improved, howeser, at the end of nine months Not only was the net 
working capital of $118,504 28 shghtly in excess of the budgeted figure 
of $114,98369 but It reflected a happy and unexpected increase of 
$36,733-42 dunng the three months ending October 31 That was prog 


Figure 60 Comparison of Actual Performance with Budget 
Forecast for Eastern Toy Manufactunng Co , Inc {October 31, 
year A) 
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ress, all the result of the increased profits which had been kept m current 
assets 

As a result of carrjmg matcnallj hea\ier rcceuables and larger invcn 
tones than estimated, the currents assets were $56,83343 over the budg 
eted figures Naturally the current liabilities were up almost the same 
amount Here was the one place where actual operations had run widelj 
astray from the budgeted figures The increase in recenables, however, 
had occurred as a result of seasonal shipments, and of the mv entory on 
hand, about tw o thirds had been stocked and packed for customers and 
\vzs aw amng shipping instructions Real effort needed to be made now to 
see that the inventory moved as anticipated in November and December 
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Everything depended upon the sales of these two months as to whether 
the year would be profitable or a dismal failure. 

Fourth Quarter 

Christmas came and went, and the banker received favorable state- 
ments for November, December, and January. One more profitable sea- 
son had been added to the record of this established enterprise. Unfor- 
tunately, however, profits had not turned out as high as appeared at the 
end of the first nine months, when the actual profits were 35 per cent in 
excess of the budgeted figure. From July to November operations might 
have seemed somewhat extended with a heavy inventory and excessive 
liabilities, but that was now water over the dam. The sales had been made, 
and then the receivables had been largely collected in December and in 
January. On January 1 2, bank borrowings had been liquidated in full, and 
liabilities for current merchandise obligations and for accruals had been 
reduced to $96,3 10.76. That was heavier than the anticipated liabilities of 
$64,269.87 because of a greater carryover of merchandise than had been 
budgeted, but all in all the results were commendable. 

A recapitulation (see Figure 61) for the year showed a splendid job 
in constructing and carrying out the budget, though the banker had 
found it necessary to repeat warnings regarding working capital position 
and the accumulation of inventories. The warning about heavy purchases 
had borne fruit, as early in November wholesale prices had begun to ease 
off, and the tendency had continued through December and into Janu- 
ary. If heavy purchases of raw materials had been made, profits would 
probably have been entirely eliminated by inventory losses. There is prob- 
ably no one policy so essential for the successful operation of a business 
enterprise as adhering to the purchase budget. 

Income Account .— sales for the fiscal year had reached $842,- 
576.78, only slightly below the budgeted figure of $848,060. Net profits 
were $47,684.26, somewhat lower than the budgeted profits of $54,374.91. 
Net profits for the nine months had been approximately 35 per cent ahead 
of schedule, but price cuts to move several lines that would be obsolete in 
the following year had been made in November and December, and these 
cuts had held down the profit figures for the last quarter. Expenses had 
been kept well in hand and were actually under the budgeted sum in the 
aggregate. 

Working Capital Position.— The working capital position showed the 
remarkable change that had taken place during the last quarter of the 
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fiscal ) ear The current assets and the current liabilities were both over 
the budgeted figures The big change is noaced when the figures art 
compared u ith those of October 3 1 The current assets had been reduced 
from $432 J22 2y to $22549604, reflected in the liquidation of recei\ 
ablcs and merchandise At the same omc the current liabilities had been 
liquidated from $314,01797 to $96,31076 As the funds were coUeacd, 
they had been used to pay off the bank and to reduce accounts paj able 
to merchandise creditors 


Figure 61 Comparison of Actual Performance wnth Budget 
Forecast for Eastern Toy Manufacturing Co Inc {January 
year A A) 
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Recapitulation 

Bankers maj require budget estimates and actual results for comparison 
at frequent intervals in those cases where credit is extended on an unse 
cured basis and the business judgment of the creditor is questionable, 
where a loan is frozen, or where a concern is oiertrading or is in an over 
extended posinon 

In such situations it is only good credit procedure for the banker to 
know all of the plans of the operating management, to analyze them and 
to help the business get back on a sound eafnmgs basis with a health) dis 
tribution of assets and liabilities 


chapter XII 


THE TRIAL BALANCE 


One day a rumor was started m the new york textile piece 
goods market that a particularly well-known, established, and successful 
dress manufacturer was in an extended financial condition. Such a rumor 
in itself was not surprising, but when bankers heard the name of the con- 
cern that was said to be somewhat embarrassed, they were quite incredu- 
lous. It was one that had been operated profitably and aggressively for 
many years, had met its obligations promptly through prosperous times 
and recessions, and, despite the rather intense competition which always 
existed in the manufacture of popular-priced dresses, had maintained a 
satisfactory financial condition. 

As is customary in such cases, a few of the larger creditors invited the 
principal partner in the business to visit them one sunny afternoon and 
to bring along a copy of his latest trial balance. A casual glance at the 
figures contained in the trial balance indicated no particular cause for 
alarm. The debt was heavy, and the cash and receivables were fairly low, 
but the condition was typical of a manufacturer of dresses that traded 
heavily and was going through the peak of its production season. The 
general tendency was to discount the rumor as nothing but idle gossip. 

One experienced banker, however, did not dismiss the trial balance 
after the first casual glance. He proceeded to scrutinize it carefully. One 
small item, “Loans and Exchanges,” amounting to $1,504.63, caught his 
attention. He asked the manufacturer to furnish a detailed schedule of 
the loans and exchanges. When, despite his promise and several persistent 
reminders, the manufacturer failed to do so, the banker began to wonder 
if he had not found Achilles’ tendon. When his bank’s loan of $20,000 fell 
due three weeks later, this banker, under the circumstances, refused to 
renew and obtained repayment. 
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About sixt) dajs later the concern uas unable to meet its matunng 
obligaaons, and a creditors’ meeting ^vas immediately called An erami 
nauon of the books of account then disclosed the fact that the imnu 
facturer had been indulging m more than a reasonable amount of high 
finance Se\ eral of his dose associates and competitors in the manufac 
ture of popular pneed dresses had in\ested funds m the stock market 
and had made reasonable profits in a rising secunty market Not so wth 
our fnend He uas not content with a mere 30 or 50 per cent increase 
in the \alue of m\estmcnts made with his own surplus cash and such cash 
as he could borrow from friends and rclames He aimed for a 100 or 125 
per cent profit by plaj mg the commodities market. The ‘ Loans and 
Exchange account m lus general ledger had received enough entnes to 
be the despair of his overworked bookkeeper Liabilities to lojal friends 
and relatives who had loaned funds to him had been converuently, if un 
soundlj, offset by the amount owed him by his commodity broker 
This amount had miraculously increased to within a few thousand dollars 
of the obligations due those w ho had loaned funds to him 

DESCRIPTION OF TRIAL BALANCE 

Since the two statements most important to the credit man, the balance 
sheet and the income sutement are derived from a trial balance, he 
should logically find the trial balance itself extremelj useful Further 
more, m between balance sheet dates, the trial balance is valuable as an 
interim financial statement 

The basic theory of double entry bookkeeping is that debit and credit 
entries must be equal m amount In order to prove that the books are in 
balance, most concerns on the last day of each month add together all the 
debit Items and then all the credit items 

A columnar tabulation of all such items is a tnal balance Theoreticallj 
this ma} he a complete columnar listing of all of the items, but in actual 
practice it is simplj a listing of the net balance in each account For m 
stance, instead of showing the gross amount due to each creditor and the 
gross amount paid to each creditor, the bookkeeper balances the amounts 
paid against the amounts due to each creditor Then he totals all of the 
net amounts due to each creditor, and he has an amount representing the 
accounts payable 

Because a tnal balance is a listing of all credit and debit balances, it 
contains both balance sheet figures (assets and habilities) and operating 
figures (income and expense items) From the physical inventory as of 
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the date of the trial balance, and from the trial balance itself, the ac- 
countant then prepares the balance sheet and income account. 

As the preparation of a balance sheet usually requires a closing of the 
books and the taking of a physical inventory,^ balance sheets are usually 
drawn up only once or twice each year. If a debtor requests credit during 
his busy season in excess of that earlier agreed upon, it is often unreason- 
able to ask him for a complete balance sheet at that time, unless the addi- 
tional credit sought is exceptionally large. The banker, however, need 
feel no compunction about asking the debtor for a copy of his latest trial 
balance, and there is seldom any valid reason why a debtor, especially one 
whose business is not widely scattered, should not be able to supply one 
within a very few days. 

In requesting a trial balance, the banker should also ask the debtor for 
an estimate of his inventory on the date of the trial balance. If the lender 
is at the borrower’s place of business and if the stock is centrally located, 
visible, and not difficult to evaluate, he may well ask for permission to 
look it over, and thus form his own independent opinion of its approxi- 
mate value. The need for an estimate of the approximate current value of 
the stock of merchandise will be explained shortly. 

INTERPRETATION OF TRIAL BALANCE 

To the experienced banker the trial balance effectively discloses the 
following financial information subsequent to the issuance of a balance 
sheet: 

1. A closing of the books on an irregular date, or the possible inac- 
curacy of the last balance sheet. 

2. The amount of inventory required to maintain the amount of capital 
shown on the last balance sheet. 

3. The approximate inventory on the date of the trial balance. 

4. The approximate overhead expenses of the business. 

5. Unusual transactions not apparent from a condensed balance sheet or 
income statement. 


Closing of Books on Irregular Date or Inaccuracy of Last Balance Sheet 

One of the first steps in trial balance analysis is to compare the inventory 
and the surplus, or the partnership or proprietorship capital account, as 

* Under the “retail method” of valuation, a perpetual inventory is kept. A physical 
inventory is unnecessar)’’ to prepare a balance sheet; the book inventory obt^ned 
from the merchandise record or stock ledger may be used at any time. 
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the case inav be, contained in the trial balance w ith the corresponding 
fisnires sho\m on the last previous balance sheet. Since these items do nor 
change one cent on the books of a concern bent een the dates of balance 
sheets, the slightest vanaaon in either should be a signal for further carefol 
imcsagauon or quesoorung Such a variation might mean either of the 
following 

1 A closing of the books on a date other than that of the last balance 
sheet at hand In such a case the banker should immediately request a 
copy of that balance sheet and income statement and ask tvhy they were 
prepared Possibly the statements w ere taken off at the insistence of some 
other bank or trade creditor In that event the banker should promptlj 
check with this creditor and obtain his op-to the-minute experience and 
opinion of the account. 

2 An inaccuracy in the last balance sheet A case in point is that of a 
small woolen jobber who was the sole owner of his business This man 
submitted balance sheets annually to his creditors, but declined to gne 
out income statements His capital showed small but steady increases, 
w hich created the impression that he w as operating profitably A tnal bal- 
ance that he gave one bank creditor, howeicr, disclosed the following 
“John Hcrnn— Capital $28,394 26— whereas the previous balance sheet 
had shown “John Hernn-Capital $37,984 14 ” A study of the trial bal- 
ance showed the banker another item “John Hemn— Loans $9,58988” 
In other words, John Herrm had been lending money to the business over 
a period of several jears, but, wishing to create the impression he was 
operating profitably, he had never disclosed that simple fact Techmcallj 
he was justified m lumping his loan and capital accounts together since 
the business w as a propnccorship and ail of his loans w ere at the risk of 
the business Nevertheless, the banker’s opinion w as tiecessanlj affected 
bj the attempt of the merchant to mislead his creditors into believing 
that he, bad hee?. 

On page 275, Figure 62, is a balance sheet of a manufacturer of men’s 
and boys’ dress and sport shins as of December 3 1, and Figure 63 on page 
276 is a simple tnal balance dated February 28, taken off two months 
after the date of the balance sheet. A glance at these two financial state- 
ments shows that the inventory on the two dates checks to the cent, 
being earned at $32,713 64 in both schedules, and that the sum of J 
Feldmans capital of $23,09274 and of R Moskovvitz’s capital of $19,- 
178 80 on February 28 was the exact amount of the tangible net worth on 
the previous December 31, of $42,271 54. This was as it should be 
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Inventory Required to Maintain Capital 

The amount of inventory needed to maintain the same capital shown 
in the previous balance sheet is computed by considering only the assets 
and liabilities. In making these computations, the analyst may find it help- 
ful to label these figures “A,” “L,” and “O” for asset, liability, and over- 
head items, respectively, as has been done in the trial balance on page 276. 


Figure 62 Balance Sheet for Manufacturer of Men’s and Boys’ 
Shirts {December 31, ip—) 


Assets 



Liabllitie s 


Cash on Hand 

Cash in Banks 

$ 50.29 

3,712.08 


Accounts Payable. 

$35, 194.58 

Accounts— Not Due , . , , 
l.«ss than 30 days pastdue. 
30 to 60 days past due . . 

$32,592.08 

4,581.48 

1,333.82 

$ 3,762.37 

Due to Employees 
Accruals ..... 

1,410.87 

1,913.21 

Total Receivables 

Lese bad debt reserves . 
Dess discount reserves . 

$38,507.38 

2,243.68 

577.60 




Total Reserves 

Raw Material ....... 

In Process 

Finished .......... 

$ 2,821.28 
2,840.69 
7,514.55 
22,358.40 

35.686.10 



Inventory 

Machinery and Fixtures . . 
Less Depreciation .... 

8,279.92 

2,024.89 

32,713.64 

6,255.03 



Loans Receivable 

Deposit on rent ...... 

Due from officers and ejn- 
ployees, salesmen , . 
Prepaid expenses, prepaid 

insurance 

Advanced to contractors , . 


625.00 

400.00 

91.29 

665 . 10 
591.67 

Net Worth 

. 42,271.54 

Total 


$80,790.20 

Total 

. $80,790.20 


The analyst may encounter difficulty, however, in distinguishing real 
accounts (assets and liabilities) from nominal accounts (income and ex- 
penses), as the wording of items in the trial balance is at times quite am- 
biguous. The items not readily discernible, however, are usually so small 
in amount as not appreciably to affect the analysis. 

For example, the item “Salesmen’s Control,” amounting to 5 168.56, cannot 
be easily classified, but it is so small that its inclusion or exclusion from the 
liability or expense totals will not affect the analysis materially. Likewise, 
the item “Insurance” of S742.05 is an asset if prepaid, but an expense if 
a premium for the current period. 
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After he has CTammed and labeled the items, the anal)r'st totak the 
habilines and capital accounts He next totals the asset items, excluding 
the prcMous inventor) Then he subtracts the total of the assets, cxclu 


Figure 63 Trial Balance for Manufacturer of Men’s and Bo) s 
Shirts {February 2S, 19—) 


Account! Rec«lTabl« (A 

Recerre for Bad and Doubtful Accotinto 
Merebandlte Inventory— January 1 19— ■ 

Loan! and Elxebange! (A 

btachlnery and fljcture! 

Reaerve for Depreciation — Macbtnery and FbEtureo 
Depoeit! (A 

Account! Payable 
Note! Payable-Bank 
Salcamen a Control 
} raldman— CaptUl 

J Feldntan— Drawing! 

R Moakowita 
R Moikowlu 
Satfi 

SaUa Ratun* and Allowance • 

Dlieeunt on SaUa 

CeUeetion of Account! Prerioualy Written off 
Inturanee Charged to Contractor* 

Pureha«ai— Raw MaCerult 
-SuppUea 

Frciglit la 

Oiiceunt on Purehaiea 
Leber— Ini de 
Labor— Outiide 

J Feldman— Selary (O 

R Moikowita-Salary (O 


S Brown— Salary 
Miicellaneou! Selling Czpenie 
Office Salarie* 

Rent 

la !u ranee 

Freight and Daprciaage Out 
Legal and Aud ting 
TelepJione and Telegraph 
Stationery and Printing 
Light and Power 
Factory Cxpenlc 
LUicellancou! General Expeofea 
PoiUge and Carfare 

Taxel— New York Unemployment Inanrance 
Social Security 
Intereit Paid 
Total! 


1 7SS 00 
U 62 

1 749 52 

2 7IJ 64 
472 75 

T 6n 00 


(L)S 2 243 68 


|0> 

(O) 


(O) 

(0) 

lO) 


3 742 13 
2 380 24 
125 43 

1 525 45 
S 412 95 
3tS 00 
350 00 
60 9& 
537 17 
649 83 
189 00 
275 00 
742 05 
164 51 
125 00 
142 00 

27 09 
24 77 
1 187 30 
128 65 
7 48 
3 68 
125 00 


(L) 21 5D4 85 

(L) 9 000 00 

(71 168 56 

(LI 21 092 74 

(L) 19 178 SO 

516 96 
36 866 52 

120 38 
15 10 
20 26 


sive of the imentory, from the total of the liabibaes The difference 
between these two totals will be the amount of inventor)' required to 
maintain the capital as of the last balance sheet If the total of the assets, 
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exclusive of the inventory, exceeds the total of the liabilities including 
capital, the concern would need a negative inventory to break even on 
operations. This is possible, but not probable, for it would indicate that 
the concern had made an exceptionally large profit since the last state- 
ment date. 

The shirts of the manufacturer whose trial balance is shown in Fimire 
63 are cut on the premises, but are sewn by outside contractors, a tech- 
nical method of operation common in the garment trades. The sum of the 
asset (A) items is §52,744.94, and that of the liability (L) items is $77,- 
044.96. The difference of §24,300.02 is the amount of inventory needed 
to maintain the capital shown on December 3 1 . 

Estimate of Inventory at Date of Trial Balance 

Our next step is to make an estimate of the inventory on February 28, 
the date of the trial balance and to see if our manufacturer has operated 
profitably or unprofitably since December 31. An understanding of the 
significance of gross profit, also known as “mark-up,” is essential in this 
method of estimating inventory. 

Assume that a retailer of furniture has on hand a davenport that cost 
him §100. Today he lays in stock another similar davenport, also costing 
§100. Tomorrow he sells one davenport for §180. What he has left is 
one davenport worth §100— not one worth §20 as might incorrectly be 
assumed by subtracting the sale of §180 from the cost of the two daven- 
ports, §200. In his sale of §180 he has made a gross profit of §80, or 44% 
per cent. This mark-up must be deducted to reduce the sales item to cost. 
The closing inventory at cost is the sum of the opening inventory and 
purchases at cost less the §100, cost of goods sold. This leaves inventory 
on hand of §100. 

This in itself is simple enough provided we know the percentage of 
gross profit for the business being analyzed. Our trial balance does not 
give that information. There are three possible sources from which to 
estimate such a figure; 

1. Previous income statements of the concern in question will give a 
fairly accurate idea of its gross profit. 

2. If no recent income statement of the concern is available, one may 
turn to the trade association active in that industry for an approximate 
gross profit figure of an enterprise transacting about the same vmlume and 
type of business. 
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3. In the absence of either of these tw'o sources of information, a rccog. 
nized accountant, an outstanding operator, or any competent authority h 
that di\Tsion of industry may furnish an estimated percentage. 

Care must be taken to distinguish between mark-up and gross proSt. 
The merchant who purchased a davenport for Sioo and sold it for $180 
marked it up $80 on $100, the cost, or 80 per cent. His gross profit, how- 
ever, was J80 on a S180 sale, or 44*^ per cent. Mark-up and gross profits 
percentages are readily convertible by shifting the base. For instance, a 
mark-up of aj per cent on cost is equivalent to a gross profit of 20 per 
cent on sales, and a mark-up of 100 per cent to a gross profit of 50 per 
cent. Mark-up is figured on the cost of goods sold, and gross profits on 
net sales. 

To calculate the shirt manufacturer’s inventory, we must first deter- 
mine his approximate gross profit. Let us assume that, either from previ- 
ous income accounts or from some trade authorit)', we have arrived at a 
reliable figure of 20 per cent as the gross profit. Then the inventorj' as 
of Februarj' 28 is estimated as follow’s: 


Inventory on December 31 $32JI3^ 

Plus Purchases-Raw Materials 13,742.13 

Supplies 2,38024 

Freight In 1234) 

Plos: Labof-Imide I42S.4J 

Oucide 3,41298 

Tctsl $35,899.87 

Less, 

Gross Sales $36,8«6J2 

Deduct— Returns and Allowances 1,4S7J3 

Net Sales $33,408.97 

Less 

Gross Profit (20 per cent of $33,408.97) 7,081.79 

Estimated Cost of Sales $28.327.18 

Estimated Inventory on Fcbniar>- 28 $27.572.69 


TVie daScnmcc between ^Ins esdnured inventor)’ and tiiat necessary to 
break even is the indicated profit, as follows: 


Estimated Inventor)’ $27472,69 

Break-esen Inventory (p. 277) 2440002 

Indicated Net Profit $ 3272,67 


Approximate Overhead Expenses 

The margin of profit and the percentage of gross profit usually varj’ 
svith the volume of net sales. As the volume cxpani^ the margin per- 
centage figure usually goes up, since part of the expense of transacting 
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business is more or less fixed.^ For the same reason the margin invariably 
declines with contracting sales. This makes it important for the banker to 
watch the overhead or fixed expenses of the business. 

Opinions vary as to which items constitute overhead. For the purpose 
of a credit analysis, those charges that go on irrespective of the volume 
of business may be considered as overhead. Expenses such as rent, insur- 
ance, office and administrative salaries, heat and light, and accounting 
expense will not vary enough with the volume of business to affect the 
analysis. 

The approximate overhead may be calculated by dividing the sum of 
the overhead items contained in the trial balance by the volume of net 
sales for the period. Whether the resultant percentage is in line may be 
determined by a comparison with previous figures of the same concern or 
by reference to any of the sources mentioned on pages 277-278. Over- 
head is particularly important in the case of a concern transacting a large 
volume of business on its investment, or of one that is subject to sharp 
seasonal influences, such as a manufacturer of bathrobes or a wholesaler 
of lumber. Sometimes when a season opens late, a highly seasonal business 
is almost wiped out before it gets into full swing. 

In the trial balance in Figure 63, certain items that appear to be more 
or less constant irrespective of the volume of sales have been labeled “O” 
for overhead. Here again exception may be taken to the inclusion or ex- 
clusion of particular items, but the controversial ones are too small to 
affect the analysis. The sum of the overhead items in the left-hand column 
is 53,412.37. This total divided by net sales for the two months gives an 
overhead of 9.61 per cent, which is not excessive. For the year, however, 
the percentage of overhead will probably be higher, as the charges will 
remain almost constant, whereas the level of net sales will probably drop 
as a result of seasonally slack months. 

Unusual Transactions 

A balance sheet may be likened to a picture of a business at a given 
moment. A snapshot of an automobile might not indicate whether the 
car is going backward, forward, uphill, downhill, or standing still. So it 
is with a single balance sheet not supplemented by previous balance 
sheets or by an income statement. Since the owner of a business knows 
months ahead that a picture of his business is going to be taken at a given 

2 See Roy A. Foulke, Practical Financial Statement Analysis (5th ed.; New York: 
McGraw-Hill Book Co., Inc., 1961), chap. lo, pp. 538 - 57 - 
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date, he naturally attempts to ha\e that business make the best appearance 
u hen the time for the photographer am\ cs 

Unlike the balance sheet, the trial balance is hard to ^\^ndou dress and 
giv es operating figures that maj help in determining the direction of the 
business Man) items that are lumped with others or cleaned up by the 
fiscal date, are sho%\’n by themselves m the tnal balance Belou are out 
hned fi\e such items which may be straws m the wind to a banker con- 
sidcnng a doubtful nsk 

1 “Loans and Exchanges” may indicate some type of high finance as 
described at the beginning of this chapter 

2 ' Ov erdrawngs” by the pnncipals or some salesmen may indicate 
extra\ agant In ing habits 

3 “He2\y Merchandise Returns” may mean something is going wrong 
in the production or desigmng departments 

4 “Protest Fees” or ‘Bank Ser\ice Charges” may indicate inadequate 
balances and a possible lack of bank accommodation in the future 

j “Interest" on purchases may mean that the concern is gning notes 
for merchandise or running slow in paying its current bills 

An abnormal increase in any of these items, as revealed by the trial 
balance, w ould be sufficient reason for a more careful mvestigauon and 
analysis For instance, one banker stopped at the item "Interest,” which 
seemed to him exceptionally large After determining the bank debt on 
the previous fiscal date, the bank debt on the trial balance, and the vol 
ume of business being transacted, he calculated what seemed to him 
would be the maximum and the average bank debt for the year Even at 
the maximum debt, the interest payments appeared heavy, and he was 
forced to the inevitable conclusion that his customer was hypothecating 
his accounts receivable and was pajing a heavy charge in the process 
This, as shortly revealed, w as actually the case 

The analysis of credit information is first,^ last,^ and always a logical 
procedure— a process of reasoning based upon experience and knowledge 
There is a logical explanation or interpretation for every piece of what 
seems to be extraneous infonnanon When the proper interpretation is 
made, there exists a basis for dctcrmimng the credit position of every 
enterprise under investigation 
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MAKING THE LOAN 



chapter XHI 

IMPORTANT CONSIDERATIONS 
IN MAKING BANK LOANS 


All credit information, without exception, falls into three 
categories: antecedent information, investigational facts, and financial in- 
formation. There is some overlapping of information in these three cate- 
gories. In Chapter XXIII we shall see how the successful operation of a 
business enterprise is dependent upon the skill, experience, knowledge, 
vision, aggressiveness, and ability of the active management to make and 
to carry out logical plans of operations. In this broader sense, all credit 
information, not only the record and the experience of the executive staff 
and the antecedents of the business enterprise itself, but also the manner 
in which trade obligations are paid, the basis on which bank loans are con- 
tracted, and the inherent financial strength or weakness of a business 
enterprise, become by-products of management qualifications. In the 
final analysis management makes or breaks the business enterprise. 

The banker must conduct a thorough investigation of the experience 
and the record of those who comprise the active management of a busi- 
ness enterprise, by carefully tracing all previous occupations of each im- 
portant member of the executive staff as an employee or as a principal and 
ascertaining the degree of thoroughness, conscientiousness, and success 
with which each of these earlier positions was filled. This investigation 
should be supplemented by direct personal contacts over a period of 
years. Both sources of knowledge are essential. 

THE SIGNIFICANCE OF MANAGEMENT 

“Management” is a dynamic word. There is sometliing magical about 
the term to commercial bankers who have watched the rise and fall of 
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hundreds of business enterprises and hare seen how quicUv confusoa 
maj be changed to ordered success. 

In business, management is perspective, order, power, and tuning It 
IS in a sense the chcmicalls saenofic compounding of human beings, 
raw materials, and cap tal out of which flows a stream of economic goo^ 
and 5em«s, Management is die pnceles faculty m some men that en 
abics them to dnre waste from mdustrj, increase producaon, eipard 
d.stn*bution, and at the same time reduce costs It replaces losses with 
profits and mcfficiencj with effiacncx Management is, m other w ords, 
the simple reason for the difference bemecn economic success and failure 
in the business w orld. 

To illustrate the fundamental significance of management, let us aju- 
sider a business enterprise that has had crpenenced, capable management 
and lost it. Such an enterprise was founded m 1936 bj two men, one of 
whom was thorouahl\ familiar with the problems of finanang a busmess, 
while the other was a gemos m sales control, promotion, and manage- 
ment. From Its vcr\ incepaon the business gTe%v b\ leaps and bounds and, 
m a bncf space of sue \ ears, became one of the leading concerns in its 
field. '\ear after )e3r dindends of 10 per cent were paid upon the 
common stock One da) that founder w ho had been in acni e charge of 
the sales end of the business died Then the financul man deaded to re- 
tire Arrangements were made wherebj three principal assistants would 
bu) the business and take full charge of ns acarjt) T^e good wrll of the 
name alone was w orth Sjoo 000 

For one ) car the new management made a profit. Then came a reces- 
sion m business with w hich the new cxecunves w ere unable to cope For 
two jears operaaons were conducted at a loss The banks that were in 
% oivcd stood b) The losses continued for tw o ) ears more, during w hich 
the bank lines were maintamcd Finall), an outsider was brought m, at 
the msistcnce of one of the larger stockholders, to analj'ze the situation. 
An examination disclosed the fact that sales had declmed m seven ) can 
from S4t00oooo to 5 < 5 ooooo per )ear, and 82 per cent of the accounts 
had been lost. So long as the busmess had fnendl) , bur aggressive, sales 
management and effectne financial control, the pnncipal assistants were 
sufficient unto thtmsehcs MTicn sales and financial management was 
cot off, the business began to wilt and w as final!) bquidated. 

Management is a topic of d\e unnost mutual mtcrest to the banker and 
to the businessman, whether the latter be engaged m engineering, ac 
counting, producaon, or selling The banker’s interest m management b 
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threefold. He seeks the most advanced, efficient, but conservative man- 
agement practice for his own banking business. Through wide-awake 
management for every one of his borrowers, he seeks safety for his own 
credit lines and financial growth for those he serves. Finally, because the 
roots of his business are so deeply and so broadly embedded in our eco- 
nomic life, he looks with eager concern on every development of man- 
agement knowledge and practice that may improve the position of any 
or all business enterprises. 

When a business enterprise has capable management in the production 
and the marketing divisions of its activity and a healthy spirit in its organ- 
ization, the management of its finances often becomes less difiicult, and 
the banker’s problem less complicated. The executive head of such a busi- 
ness has a definite budgeted program for each month of the year. His 
profit objective and sales plan are determined on the basis of competition, 
market, and business conditions. His production program and supplies, 
materials, labor, and cash requirements are definitely estimated with a 
view of enhancing net profit. As a result, the major swings of business 
hazard may be greatly modified. These principles are the basis of suc- 
cessful business operations. Yet, many business enterprises operate year 
in and year out on the ragged edge of mere existence without these essen- 
tials and the assurances they give. 

The science of operating management has made notable advances dur- 
ing the last fifty years. Mass production has been developed on a larger 
and larger scale. Costs have been reduced for many products, processes 
simplified, and standardization carried into countless phases and ramifi- 
cations of business. 

Along with the amazing solution of these tangible problems, there have 
arisen greater and less tangible problems, such as unemployment, intensi- 
fied competition, and the fallibility of the human factor. Capable man- 
agement, however, has demonstrated its ability to transcend problems of 
location, handicaps of environment, and the constant changes of the 
times. Capable management may work with maximum results hand in 
hand with favorable factors, but even singlehanded it is the dominating 
influence in deciding the success or failure of any business enterprise, 
whether a small retail candy store or a producer and distributor of men s 
clothing on a national scale. 

What, then, are the fundamental differences beuveen successful and 
unsuccessful operating managements from the point of view of the com- 
mercial bankeri These important differences are seven in number. 
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Definite Program 

The first difference is that successful management has a definite p*o. 
gram, while unsuccessful management gropes, acts without facts, pro* 
cceds without a program Incompetent management enters each new 
year hoping that somehow profits wU prove adequate and that the busi- 
ness will enjoy smooth sailing, but docs little to achieve its objecmc 
Successful management, on the other hand, secures essential facts, sets up 
a definite monthly program or budget for its operations, and charts a 
course to which the wheel is held despite obstacles and temporary set- 
backs On this coune a competent management unifies and harmonizes 
the entire working orgamzation 

With all of the emphasis that has been placed upon management, the 
banker still finds in many business concerns neither a well planned sales 
and production program nor the perspective to keep inventories down 
reasonably in a rising market Yet, without this basic knowledge, the 
banker is hardly in a position to grant loans intelligently, since he must 
first have exact pertinent information regarding the regular periodical 
requirements for materials, payroll, and supplies if he is to determine the 
fluctuating cash requirements of a business from month to month Onl) 
reasonably planned production based upon reasonably planned market 
mg will enable him to arme at working capital requirements and evalu- 
ate a credit nsk 

Invenlory Management 

The second difference between successful and unsuccessful manage- 
ment involves the important question of inventory control A heavy m- 
ventory in a falling market may be disastrous The responsibility for an 
im entory condition in the long run rests upon the banker as well as upon 
the operating management of a business, for the banker often finances 
the excess inventory While inventory should not be curtailed unreason 
ably, the fact remains that, with rapid cy clical and style changes, specula 
tion in excessive inventories finds no place in an efficiently run concern 
In addition to losses in falling markets, there is the added possibility that 
the mv entory may' become partially or completely obsolete before the 
next season 

In one business where a satisfactory relationship seemed to exist be 
tw ecn the current assets and the current liabilities, the banker noted that 
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borrowings had been steady for three years. An examination showed that 
the inventory , particularly work-in-process, constituted a large part of 
the total assets. Xhe auditor who had prepared the balance sheet had 
stated in the typical manner that the inventory had been certified by a 
responsible member of the management staff. The loaning officer of the 
bank had at first accepted this assertion without comment, but subse- 
quent study revealed that the inventory was actually 45 per cent over- 
valued. Some items were ten to fifteen years old and absolutely worth- 
less. Thousands of dollars’ worth of the merchandise could not even be 
located. Some goods had been out on consignment as long as five years, 
and in all but one case the concerns to which the goods had been con- 
signed were either bankrupt or out of business. 

The retailer has a peculiar inventory problem. In some retail stores a 
substantial percentage of the annual sales is transacted on a small per- 
centage of items. Many of the items are slow-moving and non-profitable. 
In the most successful independent store in a middle-western city— a store 
that was carrying forty-nine classes of goods, such as groceries, hats, 
shoes, and hardware— 66% per cent of the classes of merchandise was sold 
at a loss. One progressive merchant sensed this inventory problem and 
gradually eliminated three out of five items from his inventory. Some of 
the slow items were replaced by faster-moving numbers, but his final 
inventory was 32 per cent less than the original one. By this method he 
reduced his inventory investment 8 per cent, increased sales 20 per cent, 
and added 50 per cent to his net profits. 

In an Ohio town another retail merchant demonstrated extraordinary'’ 
results in inventory management. He classified his merchandise, meas- 
ured the turnover of each class, and determined his costs for each line. 
Some lines were costing four to sixteen times as much rent as more 
profitable numbers. As a result of his ingenious, but practical analysis, he 
reduced the space occupied by one class of goods on one counter near 
the front of the store by 66 per cent and in the vacated space displayed 
faster-moving lines. This progressive retailer kept watch on his different 
tables of merchandise, shuffled and shifted, eliminated the drones, and 
gave the workers better display. That business has made steady progress. 

Production Managemertt 

The third difference between successful and unsuccesssful management 
applies only to manufacturing enterprises. This difference has to do with 
increasing efficiency and reducing costs in a production program. A 
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steady stream of accompljshments has improved production methods 
ev er since the beginning of the mdusmal ro oluaon 

A manufacturer, who Mas not naturallj a dear headed and dcctaie 
manager, noticed that his sales Mere beginning to decline in a favorable 
market, but m as unable to determine the cause Finally , he emplo) cd an 
assistant Mnth full authont) to in\cstigate and reorganize operations The 
outsider immediatel) found that general Morking conditions Mere bad, 
that plant operations Merc scattered o\er several blocks, and that build 
mgs M ere ill suited for their funcaons The equipment m as old and in 
solved heavj maintenance expense The floM of work Mas uneven, and 
traffic jams upset the process line The concern, however, was emplojnng 
a high tjpc of labor which was doing its work M^th an excellent spint, 
from the president dovvn to the freight handler While manj operations 
were noticeabl) inefficient and costly, the workers were all eager to im- 
prove their record, if onl> the management would show them the 
wa) 

TTiat spint in itself made up for manj blunders, enabling this corpora 
oon to reverse its unfavorable trend within a penod of two months. 
Dela) s m the flow of w ork w ere ehmmated A slight expenditure for new 
equipment remedied the most glanng mechanical defects Processes and 

stems were rearranged in a manner that sped up the work In three 
months production increased 25 per cent with an expenditure of onh 
$6,000 for new equipment 

Almost immediatel) the management found itself out of the red In 
two )cars the earnings reached a point that made possible the erection of 
a new building and a further reduenon of 20 per cent m production 
costs ov er their best prev lous \ ear As a result of open minded, progres- 
sive management, the production costs were cut m half and the business 
became unusually profitable This is what may be accomplished when 
management is realistic regarding ns problems, its needs, and the value 
of a competent, trained point of view 


New Developmenls and Change 

The fourth difference concerns the recogmtion of the great philosophic 
truth that permanence lies otilj m change Stjles, customs, and habits are 
in a constant stare of flux, and costi) machinet) and equipment may hav c 
to be scrapped without warning on appearance of a superior invention. 
iManagemcnt must be on its toes day and night producing or distribut 
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ing products that meet the needs of the market. Some new development 
in machinery or in the technique of production or distribution may 
change the entire complexion of a business almost overnight.^ 

In one company the introduction of more modem machinery increased 
production over loo per cent, with a considerable saving in costs. In an- 
other concern a new process doubled production. In an eastern enterprise 
the management proposed the construction of a new building at a cost of 
a quarter of a million dollars. At this point a new production manager 
entered the picture. By changing production processes and methods, he 
saved one half of an entire floor in the factory, cut production costs at 
the annual rate of $175,000, and obviated entirely the need for the new 
building. In still another case a business was about to recapitalize and 
increase its plant facilities, when a skilled technical engineer joined the 
executive staff and demonstrated that the existing plant could produce 
more than twice the output that was currently being crowded through 
with great difficulty. Some managers are needlessly extravagant, whereas 
others are efficient, economical, wide-awake housekeepers. 


Cost Accounting 

The fifth difference between successful and unsuccessful management 
concerns the ability to utilize cost figures. As a range finder in the previ- 
ously outlined four points, managements need accurate cost-accounting 
records so that the various operations and divisions of a business may be 
measured efficiently and rapidly. A running stream of facts should be 
available relating to materials, labor, supplies, orders, shipments, over- 
head, manufacturing, and distributing costs. There is nothing so stimulat- 
ing to management as the ability to measure actual day-by-day opera- 
tions and to develop methods of reducing costs and improving efficiency. 

* A company, which was having unusual success, had just moved into a new plant, 
paid for in cash. The plant was filled to capacity with business, and the concern 
had five times as much cash in the bank and ten times as much in assets as every 
dollar it owed. Yet at the very time this company moved into its new plant, 
crowded to capacity with business and with $1,000,000 of cash in the bank,^ some 
enterprising young mechanic discovered a way of doing exactly the same thing as 
this company’s product at less than one tenth of its cost. It took this company two 
years to find out that it was actually out of business and would have to employ all 
of its facilities in finding something entirely new to rnanufacture. Such a situation 
may be even more overpowering to labor tlian to business enterprises. Witness the 
effect on glass blowers when the botthng machine was introduced and on 
setters when Linotype machines became widely used. The introduction of the ball- 
point pen caused the keenest possible competition for sales among leading fountain 
pen manufacturers. 



290 MAKING THE LOAN 


Marketing Management 

The sixth difference has to do with the universal problem of effective 
distribution If management has found difficulties m dealing with what 
might be considered the more or less mathematical problems of produc- 
uon, one need not be surprised to find that the difficulties of marketing 
are even greater The success of management in solving its problems 
vanes with its ability to obtain and interpret essential facts The difficult) 
in getting adequate facts in the field of markeang and advertising is un- 
deniably great What, for example, does the manufacturer know of his 
markets, as to both quantity and types of demand— particularly of a new 
product^ What are the trends in style, design, color’ Only a few men 
highly qualified by experience have a perspective on these problems in 
any one particular field Does the business have an executive who is 
thoroughly competent to discharge these selling and advertising respon 
sibilitics’ 

Are the selling poliaes designed to sell those products that are known 
to meet the least resistance, to yield the largest profits, and to represent 
the most dependable future’ Is the advertising clearly aimed to move the 
profitable lines’ Is the manufacturing schedule adjusted to the sales turn- 
over’ How many people can afford the products’ How much would the 
potential market increase with a lo per cent reduction m the sales price’ 
These arc only a few of the questions that the management seeking suc- 
cessful, sustained distribution must answer 

Answ ers to these questions, considered in the light of judgment, expen- 
ence, and knowledge, will help to construct a more defimte and logical 
marketing program The sales volume will be planned by lines and tcr- 
ntones and will keep step with the ability of the market to absorb the 
merchandise at a proper sales expense New methods of merchandising 
and new lines of goods should be put through actual tests in restricted 
terntones before they are incorporated mto the general sales plan Prob- 
lems will be solved in miniature, and the principles thereby developed 
will then be applied upon a general scale 

E\ ery banker and business executive has heard much of the possibilities 
of simplifying lines and of concentrating sales effort upon a limited num- 
ber of well-chosen items Simplification has been applied aggressively m 
industry for nearly twenty years with tremendous achievements, but its 
possibilities have by no means been exhausted Closely coupled with 
simplification is the possibility of reducing prices Whatever may be the 
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reason for price reductions, whether manufacturing processes are simpli- 
fied or other methods of reducing costs are discovered, the result is almost 
always a surprising increase in the volume of business and in profits.^ 

Test campaigns frequently reveal tremendously increased potential 
markets when prices have been lowered. In one case a test in five key 
cities showed that a reduction in price, without impairing quality, would 
triple both sales and profits. Three fourths of the production at the new 
price reached markets never before sold by any concern in the field. 
Thus, a daring initiative based upon a comprehensive test brought to 
light a new and vastly broader market. 

Many concerns have had the feeling that the man in charge of mer- 
chandising should be a supersalesman, a persuader par excellence. In 
these rapidly changing times, sound progressive marketing requires a 
scientific and analytical temperament of a high order rather than a high- 
pressure salesman. The sales executive must have a gift of perspective, a 
clear-cut grasp of the importance of net profits, creative instinct, initia- 
tive, ability to obtain and interpret figures, and a determination to dis- 
cover new and better selling methods. 


Personnel Management 

The seventh difference is concerned with the ability to build an organi- 
zation and to handle personnel, from production and marketing engineer- 
ing to human engineering, from the consideration of mechanisms and 
mathematics to the consideration of men. In the last analysis, successful 
management shows itself in the teamwork of its employees. Systems and 
plans are but the rules to be followed in the game in which men are the 
players. The management of every enterprise must maintain an attitude 
of judicial fairness and open-mindedness in handling the problems of per- 
sonnel. Prejudices, unwarranted sentiments, personal animus, and pre- 
conceived convictions must be forgotten. 

The management is faced with a problem of human engineering, a 

®The desirability of lower prices to assist in bringing about recovery in direct 
contrast to higher prices (except at the low point of a depression) was emphasized 
as one of the fundamental conclusions in a broad study published fay Brookings Insti- 
tution, The Recovery Problem in the United States (Washington, D. C.: Brookings 
Institution, 1936), p. 530. *‘As output continues to expand and efSciency to increase, 
prices should be reduced. Even under present conditions it may be desirable in 
many instances to lower prices as a means of increasing^ demand and promoang a 
fuller utilization of productive capacity. The basic principle remains that^ pnce 
reduction, as a general policy, constitutes the surest means of promoting conanuous 
economic progress.” 



292 MAKING THE LOAN 

problem of gi%Jng the worker everything to which he is entitled and of 
receiving his best m return In some organizations one finds a tendenc) 
to cnticvze, to overlook or forget acluevements^ but never to forget 
errors Construcave management, however, is built upon the pnncipleof 
sparing unnecessary critiasm and emphasizing fine accomplishment 
Without the proper spint among the men, no system or plan will male 
a business successful With the proper spine, hardly any plan can long 
check accomplishment And so one could emphasize this subject of 
human engmeenng, which, after all, goes to the heart of successful man 
agement 


RELATIONS BETWEEN BORROWERS AND BANK 
Establishing a Line of Credii 

Frequently bank customers, particularly those who borrow in large 
amounts, request the banker to establish a line of credit— that is, a defi 
rute maximum limit up to which they may borrow— instead of making 
arrangements for a single isolated loan from time to ame A line of credit 
may be established for a definite period of time, perhaps for six months, 
a y ear, or a given period of production Such lines of credit are reviewed 
periodically as they expire, and, at that time, are canceled or renewed for 
the same or a different amount 

Henry Sorenson, for example, was the president of a large com pack- 
ing plant m southern Illinois In February or March of each year i\Ir 
Sorenson would call at his bank and present a tentative budget indicating 
the com acreage that he planned to plant for the coming season He 
would present tentative figures of the anticipated size of his com pack, 
the budgeted cost of corn and labor, the cost of the cans, and other ina 
dental expenses In the middle of August the major part of his borrowing 
w Quid, hegm ajjd cowtMVie wmt'A xLvt list xw xbA 

late in the autumn On the basis of his production estimates and the as 
sumption that the crop would approach the forecast figures, Sorenson 
would estimate the amount of credit he would need to complete the com 
pack A substantial portion was invariably sold in advance, and, judging 
by past experience, he knew that payment from the buyers of the canned 
com would begin within thirty to sixty days after the completion of the 
pack By’ the follow mg April he would be out of debt with his bank 

To assure himself of adequate funds for these operations dunng this 
year, he asked his banker for a line of credit of $z5o ooo The banker then 
examined the balance sheet, operating statement, and budget for the com- 
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ing year and, satisfied with the financial responsibility, balances main- 
tained, and past record of the business, granted the request for the line of 
credit. Mr. Sorenson then sent in the notes of his company as the funds 
were needed. If the crop was smaller than anticipated, only part of the 
line was used. On the other hand, if the crop was much larger than ex- 
pected, the banker agreed to an increase in the line of credit. When a defi- 
nite line of credit is granted in this manner, the banker is morally obli- 
gated to fulfill the commitment he has made. 

Most business enterprises borrow without obtaining definite lines of 
credit. They borrow whenever they have need of funds, and they depend 
upon the bank to make the loan. W^ell-established businesses which have 
fairly definite programs of seasonal operation, however, find it a distinct 
advantage to establish fixed lines of credit in advance of actual needs. 

Annual Retirement of Loans 

There is what might be termed an unwritten law in banking practice 
that each borrower retire, or “clean up,” his indebtedness at least once a 
year. This rule is generally applicable but, like all good rules, has its 
exceptions. 

The bulk of the funds that banks have to loan are payable to depositors 
on demand and, in the case of savings depositors, are payable on short 
notice. The capital and the surplus of the bank are what might be called 
permanent funds and are not payable on demand. Although only a rela- 
tively small percentage of the deposits need be kept in cash, nevertheless 
a commercial banking institution can hardly loan the major part of the 
deposits to private borrowers for such periods as five or ten years. A cer- 
tain portion of the deposits may be so loaned, but the bank must maintain 
itself in a reasonably liquid position, so that it can always satisfy the 
demands of its depositors. 

For a number of years paper acceptable for rediscount and as security 
for advances by the Federal Resen'^e Banks was required to be of prime 
quality and of short maturity. A change of policy was made in the Bank- 
ing Act of 1935. The Federal Reserve Act was amended to allow Federal 
Reserve Banks, subject to regulations of the Board of Governors, to dis- 
count for member banks any commercial or agricultural paper and to 
make advances to member banks on their promissory notes secured by 
any sound assets. The certainty of repayment of a loan and its soundness 
are now given important consideration, whereas formerly shortness of 
maturity was more strongly emphasized. 
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However, an espcaallj important reason exists for the customai) rc 
qaircment of an annual clean up of loans The great majontj^ of busi- 
nesses go through a complete cjcle of operations at least once in twelve 
months In this class are such groups as manufacturers and retailers of 
men’s and w omen’s clothing, farmers, operators of gram elevators, food 
packers, automobile manufacturers and distnbutors, and wholesalers of 
to)’s. If a banker should extend a loan to a clothing manufacturer to pro- 
duce summer clothing, he would probably find, if the loan were not 
paid within a reasonable time after the goods normally should haie gone 
to market, that the merchandise did nor sell This w ould mean a carrj 
over of goods which might be partly or entirely out of style bj the tune 
the next season came around 

If a packer of com failed to retire before July a loan made in the 
previous August, it ptobaW) would mean that there had been a cast) 
o\cr of slow inventory The loan might work out sansfactonly if there 
should be a smaller pack in the succeeding summer Nevertheless; sound 
banking polic) would have required that the loan be retired before the 
new com pack made the current inventory a jear old Moreover, a big 
pack m the succeeding )ear might mean difficult) m moving the old 
pack. As a rule, therefore, the theory of an annual or periodic clean up 
IS based upon sound fundamentals of loan making 

Capital Loans 

A moderate portion of the loans of a commercial bank may, how ever, 
be made for two, three four, five years, or slightly longer* T^e manage 
menc of a corporation m excellent financial condition, for example, might 
dcade to build a small addmon to one of its factories The cash position 
of the concern might be such that it could pay for the addition at once, 
but to do so would reduce its net working capita! to the pomt where it 
might be handicapped in its manufactunng activities At the earrung rate 
that had been maintained for a penod of five years, the concern could 
rcasonablj cover the cost for the addition within three )ears out of 
earmngs In that event a commercial bank might lend a reasonable por 
tion of the funds in this manner, if all other factors w ere sansfactor) A 
bank cannot, however, furnish pennancntly the fixed capital required in 
a business for the purchase of such assets as land and buildings The bank 
cannot become a partner in the operation and ownership of a business 
enterprise 
* See Chapter X\T1I 
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Xhe bulk of bank loans are made to finance self-liquidating trans- 
actions, such as the purchase of raw materials which are processed and 
sold, and the carrying of receivables the proceeds of which pay off the 
loans. These industrial and commercial loans should be sharply distin- 
guished from investment loans, such as mortgages, bonds, debentures, 
and serial notes, where the borrowed funds are used to purchase fixed 
assets. Investment loans are retired not by the sale of the newly acquired 
assets, but over a period of years out of the earnings of these assets. 

At times bankers make commercial loans that later develop all the 
characteristics of capital loans. The borrower may, for example, be a 
manufacturer, a wholesaler, or a jobber who expects to liquidate a bank 
loan by the sale of merchandise. A sharp recession in business or even a 
local crop failure may result in a substantial portion of the goods re- 
maining unsold, with a consequent inability to liquidate the loan. The 
situation may become aggravated if the business decline continues or if 
these is a succession of crop failures. The banker then finds that for all 
practical purposes he has what may be called a capital loan. A consider- 
able period of time may be required to liquidate the loan under the best 
of circumstances. 

Compensating Balances 

Commercial banks and trust companies, particularly those in the larger 
cities, commonly require a borrower to maintain deposit balances that 
bear some fairly definite relationship to his line of credit or to his average 
yearly borrowings. In most banks the deposit requirement is between 
lo and 20 per cent. In other words, if the borrower has an established 
confirmed line of credit of $ 100 , 000 , the bank balance should normally 
average between ?io,ooo and $20,000. These percentages are not hard 
and fast, but as a rule a customer who maintains an average balance of 
$100, for example, would hardly be eligible for a loan of $100,000. Other 
things being equal, a customer who maintains an average balance of 
$1,000 is not entitled to the same credit as a depositor with an average 
balance of $10,000. Such a customer has not contributed as much to the 
loanable funds of the bank as the depositor with the larger balance. 

The rule for compensating balances varies somewhat under different 
circumstances. If the banking system of the country has a large amount 
of excess reserves, and if little demand exists for commercial loans, 
bankers will not be so strict in the application of the requirement for 
adequate balances. In a period of easy money there is less need to hold 
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stnctl> to an) tacit requirement But in a penod ^%hen the demand for 
loans IS great, there is a natural tendcnc)' to hold more closely to the 
general polic)’- of compensating balances, in order that the bank maj mett 
more fully the demands of all its customers for credit 

Subordination Agreements 

In some businesses the banker finds that the balance sheet shous ob!i- 
gaiions due to officers and to directors or possibl) to affihated concerns 
formonct borrowed The balance sheer may not be sufficiently attractive 
to warrant a bank loan because of this particular indebtedness 

Not mfrequentl) the debt anses because the officers in a small corpo- 
raaon agree to lease a part of their salaries in the busmess to assist in 
financing its expansion Likewise, the principals m a partnership nia\ 
withdraw profits and then loan the funds to the business If a concern 
needs to borrow from a bank, the banker ordinarily feels that the officers 
should be willing to subordinate their debt to chat of the bank’s loan. 
This pome of V lew prev ails paracularl) w here the principals have wth 
drawn cxcepcionall) large sums from the busmess— sums that were basi 
cally needed for its operation and detelopmenr— and then turned around 
and made themsehes debtors of the business by loaning these same funds, 
and to that extent placed themsehes on a par with other creditors The 
banker then would generally assume that the interest of the principals 
in the success of the business should be sufficiently great to warrant a 
subordination of any such indebtedness to the loan being requested from 
the bank. 

There arc also situations where a small corporation may have bor- 
row cd from mdiv iduals in its communit)% possibly relatives of the officers 
If the corporation needs additional shoir-term working funds, and if its 
financial position without subordinating such indebtedness is not particu 
lari) strong, the banker may ask that the debt be made junior to the bank 
obligation A bank loan, which assists the busmess to operate more profit- 
ably, helps all the individuals who have made loans to the business In 
return for this assistance, the obligations to the individuals are necessarily 
subordinated until the bank debt has been paid in full To accomplish 
these objectives, a form of subordination agreement is prepared* which 
is signed bv those individuals to whom the business is indebted When 
the bank debt is retired, the agreement is canceled 

* See Chipter X\1I 
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Unwarranted Withdrawals or Dividends 

Occasionally a business enterprise in healthy financial condition 
weakens its position by the payment of excessive dividends or by large 
withdrawals, possibly in the form of salaries to its principals. In cases 
where the business is indebted to a bank and then weakens its financial 
position by excessive dividends or withdrawals, the banker will naturally 
protest vigorously. He may also require definite assurance, perhaps in 
writing, that such payments in the future will not exceed a certain 
amount or, possibly, will cease entirely until the bank debt is paid. In 
extreme cases a business may become so weakened from an unwise divi- 
dend policy as to require reorganization. When a concern is not espe- 
cially strong, the banker may require, before granting a loan, that a 
definite limit be placed upon dividends or withdrawals. 

For example, a medium-sized bakery, located in Philadelphia and 
owned by five brothers, borrowed from time to time from its bank. 
Without advising the bank officer in charge of the account, all of the 
brothers began to take much larger monthly salary withdrawals. Seven 
months later, when the banker received the new balance sheet, he imme- 
diately noticed that net worldng capital had been substantially reduced, 
reflected largely in a decline in the cash. He investigated and found 
that each of the five brothers had invested his increased salarj'^ with- 
drawals in the stock market. At that time the bank’s loan was practically 
retired. Before making any new loan to the business, the banker required 
a statement in writing, signed by each of the five brothers, that the 
salaries of the principals would be reduced to their former figures and 
that no increased salaries would be paid to the officers without the bank’s 
permission during the period any indebtedness to it was outstanding. 
The five brothers were also requested personally to guarantee the loan 
and to pledge listed securities as collateral to their guaranties. After the 
net working capital had been restored through earnings to its former 
proportion, the banker again made unsecured loans without requiring 
that the guaranties be secured by the pledge of collateral. 


Guaranties 

The principal owners of closely held corporations are customarily 
required to guarantee bank loans made to the corporation. If one person. 
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for example, owns 85 per cent of the common stock of a corporation, 
the business in a large measure assumes the characteristics of a sole pro- 
prietorship, except that his habilitj is limited to his investment SimilarU 
a corporauon owned almost entirel) b\ two, three, or four persons is 
not wholl) unlike a partnership, except that the owners a\oid the joint 
and sex eral liabilmes of general partners Consequentlv , the banker usu 
allv requires that the pnncipal owners of the stock of a closcK held 
corporation personally guarantee loans to the corporation 

In the illustration just given, the banker felt, when the loan x\as first 
made, that the corporation was a thoroughi) satisfactoiy' credit risk 
without requinng guaranties from the principals Later expenence indi 
cated that it w ould has e been much better to require the guaranties at 
the beginning The brothers would then ha\e known that the\ xxcrc per 
sonall) liable for the debts of the corporation, and thej might have ^en 
more reluctant to make large withdrawals which weakened the financial 
condition of the business 

Guaranties are also required when loans are made to concerns whose 
financial standing does not warrant the extension of straight, unsecured 
bank credit The business ma) be a new enterprise which has not jet 
demonstrated its abilit) to operate successful!) A man of wealth mav 
guarantee a bank loan for some )oung man, possibly his son or a son 
m law, who is establishing a new venture He ma) even request the 
banker not to advise the borrower that the guaranty has been gi\cn, m 
order to place the borrow er on his owti rcsponsibiht) as much as possible 

In contrast to these situations there may be a business that has operated 
succcssfullv for \ears but has latterl) suffered losses The net working 
capital mi) have been reduced to such a low point as not to warrant the 
amount of emergency credit needed The principal owners ma) offer to 
give their personal guaranties to induce the banker to grant the required 
credit Such a guaranty is usuall) accompanied by a financial statement 
of the guarantor Sometimes this statement is merely m the form of a 
letter signed b) the guarantor, notif)mg the bank that the guarantor’s 
net w orth is of a certain amount But, as a rule, the banker should require 
a more detailed statement of the guarantor’s assets and net worth the 
better to evaluate the guarant) In some instances, as we have seen, the 
guarantor pledges collateral w ith his guarant) 

To obtain additional protection for a loan, the banker may require a 
guarant) , such as that illustrated m Figure 64, or as explained in Chapter 
XXII, or he ma) mcrel) ask that the note itself be indorsed b) the 
guarantor The latter procedure is not difficult when onl) one indmdual 
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is required to indorse. This method is less convenient, however, if there 
are a number of guarantors living in different communities, and the note 
must be sent to each of them for indorsement before each new loan or 
renewal. For such situations, the guaranty form is preferable to the in- 

Figure 64 Form of Full Guaranty of The First National Bank of Chicago 

GUARANTY 

The undemEned hereby requesti THE FIRST NATIONAL BANK OF CHICAGO (herein called ihe “Baei") 
to pre and continue to 

(herein called the Borrower’*) credit, as the Borrower may desire and the Bank may pant, from time to time, whether to the 
Borrower alone or to the Borrower and othen, and in consideration of any credit pven, the undersigned hereby absolirelv ard un- 
condinotially euaiamees prompt payment when due and at all times thereafter of any and all existing and future indeVedness and 
lability of every kind, nature and character (including all renewals, extensions and modifications thereoO from the Borrower to the 
Bank, howsoever and whensoever created, or arising, or evidenced, or acquired, and iSe undersigned waives nonce of the acceptance 
of this guaranty and of any and all such indebtedness and lability The undersigned hereby waives presentment, p'otest, notice, 
demand or action on delinquency m respect of any such indebtedness or lobility, including any right to require the Bank to sue or 
otherwise enforce payment thereof 

Tins guaranty is made and shall contmue as to any and all such indebtedness and lubi 3 i*> of the BoTower to the Bank 
incurred or arising prior to receipt b) the Bank of wnnen notice of the termination hereof from the undersigned, wiibout regard to 
coiilatera/, or security, or guaanftet, or ocher obligors, tf any, or to the vafidiT or effeccvene« of any and all thereof, and any and 
all such collateral and secunty and giufanties and other obligors, if an), may, from umcioDme, withoutrooeetoor consent of the 
undersigned, be sold, released, surrendered, exchanged, settled, compromised, waived, tubordinared or modified, wnb or wjibeut 
consideration, on such terms or conditions as may be acceptable to the Bank, widiout 10 any manner affecting or impainng the 
liability of the understgred lets agreed that the undersigned’slobilityhcreundertssereral and is independent o' any other guarannes 
at any time in effect with respect to all or any part of the Borrowef's indebtedness to the Bank, and that the uBderrgneiTs JabJiij 
hereunder may be enforced regardless of the cxirtence of any such oAer guaranoes 

This guaranty shall also bind the heirs, personal representatives, successors and assigns of the undersigned and tbalt more 
to the Bank, its successors and assigns. 

It IS understood that while the amount of credit Aat may be extended to, and the amount of indebtedness or IiabDit) 
that may be wcuired b), the Borrower « not limited, the lubdiQ' of the undersigned to the Bank hereunder shall not exceed 



dorsement. The guaranty may continue in force until written notice of its 
revocation is received; or it may run for a certain period; or it may cover 
only certain notes. 

Loans to Officers of a Business Enterprise 

It is not unusual for the banker to analyze a corporation, generally one 
whose ownership is closely held, from which the officers have borrowed 
funds. Sometimes the officers borrow from the corporation to take care 
of obligations they owe elsewhere. Sometimes the loans are made to 
enable the officers to obtain a larger stock ownership in the corporation. 
In an occasional instance the banker may find officers are living beyond 
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ihcir incomes and borrow mg from the corporation to make up the diiicr 
cnce This btter practice is particularly unsound 

\\Tien the banker finds that loans of this general charaaer are increas- 
ing each ^ear and are threatening to assume an unreasonable size, he 
should mscstigate the situation carefullv Generali) loans made to officers 
b) a corporaoon should be spccificalU secured by collateral, and soine 
definite program of liquidation should be arranged The banker cannot 
permit the life of a business to be sapped b\ a practice in which the 
profits of an enterprise are withdrawn in steadilv increasing loans to the 
principals Assets of this nature should b) no means be included m the 
“Current Accounts Receisable" when setting up a balance sheet on a 
comparatise statement form, for the\ base not arisen our of the normal 
business transactions of a concern, and thc) are usually liquidated sloulj 
and painfull), if at all 

For example, Frederick Husred is the president and principal stock- 
holder in a small printing and bookbinding establishment in Xcw ^ork 
Ciu The business is about sixteen )ears old and in its carl) da)S was 
operated most profitabU During the past slx ) ears, houescr, compenaon 
has been exceptionallv keen, and it has become more and more difficult to 
break esen 

Ten )eafs ago Husted was drawing a liberal salar) As it became more 
and more difficult to operate profitabU he reduced his salarx and then 
began to borrow funds in a \er) small wa\ from the corporation After 
SIX ) ears of difficult operations the balance sheet of the corporation shows 
an Item m the assets of Due from Frederick Husted ' of $8,621 75 During 
that same period the net w orking capital fell from $23,421 22 to $15,627 90 
In other words, the borrowings of the president just about accounted 
for this shrinkage 

Husted li\ed in an apartment in the Bronx For several )cars he had 
desired to mo\e his permanent residence to a suburb m Connecticut just 
across the New ^ork State line He had finall) located an attractwc 
shore-front propertt of two acres, improved with a modem hollow tile 
stucco house, which could be purchased for a down pa)Tnent of $15,000 
These funds he could borrow onl) from his corporation, which would 
then increase his loans from the business to $23,621 75 

This entire situation was laid before his banker The banker was stm- 
pathetic w ith Husted's personal hopes and ambitions for motnog into an 
attracts c counti) setting, but he cautioned as earnestly as he could 
against an) such mote, as the busmess could not stand it. Addmonal 
borrowings of $15,000 would reduce the net working capital to the 
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nominal figure of S627.90, and the concern then would be able only to 
limp along by borrowing against its receivables from a specialized finance 
company if such arrangements could be made, by paying bills 60 to 1 20 
days slow, and possibly by borrowing some additional funds on chattel 
mortgages. Under such a changed financial picture the bank would no 
longer be able to loan to him on any basis. After careful consideration 
Husted decided to defer his move until his business was more profitable 
and showed a definite upward trend. 



c li n p t f* »• XIV 


UNSECURED BANK LOANS 


The decision oi^ the experienced loaning officer in passing 
upon a particular loan or line of credit must always mvoUe a painstaking 
appraisal of each of the three major diMsions of all credit informauon 

1 Antecedent information regarding those who comprise the operating 
management of the business enterprise and the actual record of the busi- 
ness enterprise, itself 

2 Imcstigaaona! facts coscring other bank relations and representame 
trade relations 

3 Financial information, both current and o\er a period of )ears 

Thorough analysis insoKes not onl) a careful study and an intelligent 

workable understanding of the basic financial condition of the prospectnc 
borrower, but also a capacii) to grasp the natural abilitj' or inability of 
the borrower to liquidate the indebtedness according to terms 

No rule-of-thumb method may be prescribed for the procedure to be 
followed leading up to the final decision, except that the credit investi- 
gation and subsequent ana!) sis must without exception comprehend all 
avaikhla mfaTO.v.voo. th/t 

cut beneath the surface of the figures and reveal the actual, in contrast 
to the apparent, condition of the enterprise seeking credit Confidence in 
the operating abilit) of the borrower ma\ have been so well established 
b) previous satisfactoiy relations as to preclude the necessit)’ of an) thing 
but a careful inquir) into the purpose of the loan and the time of repav- 
ment, accompanied possibl) b) an oral statement of the prospective bor- 
rower’s current financial condition or of the changes that have taken 
place in the assets and the liabilities since the issuance of the last fiscal 
balance sheet 


302 
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On the other hand, consideration of a request for credit from a new 
company or borderline” case, or a loan sought to finance an expansion 
program, may require a searching inquiry into all phases of the customer’s 
operations, a study of projected balance sheets and of detailed operating 
and cash budgets to determine how and when the loan normally would 
be liquidated. A commitment for several hundred thousand dollars to 
finance a season’s production of a manufacturer whose financial condition 
discloses no reserve obviously would present a much more complex 
problem than a sixty-day loan of a few thousand dollars to an enterprise 
of moderate size, but in liquid position, for the purpose of completing 
actual confirmed orders on the books. 

It is the function of the loaning officer to satisfy himself with reason- 
able certainty that the borrower will be in a position to liquidate the 
newly incurred obligation in accordance with its terms. 

The officer in charge of loans and loan applications must be a good judge of 
character and have keen analytical powers to discern the type of individual 
making an application for credit. He must then be able to analyze all factors 
pertaining to the loan applied for, first, as to its basic safety and the ability of 
the borrower to repay according to the terms of his contract; second, as to the 
liquidity demonstrated by the borrower’s balance sheet in the type of assets, 
both current and fixed, which constitute those assets; third, not only as to the 
current operating statement, but also as to the operating statements of previous 
years in order that the trends of the business may be fully understood. Every 
extension of credit and every loan must be made with a view to profit, both 
to the bank and to the borrower. The successful and constructive banker should 
always recognize two major factors in extending credit: first, when a loan is 
granted, provision must be made at the same time for its repayment; and, 
second, the transaction must be one in which the borrower profits by the use of 
the credit as well as the banker by the income which he receives from the loan.^ 

To enlarge upon the principles of credit extension and practical state- 
ment analysis already discussed, this chapter presents five actual cases 
illustrating the procedure by which loan officers establish and then ap- 
praise the variety of facts that are essential in arriving at sound credit 
decisions. The illustrations are given in considerable detail, omitting no 
important aspect of the typical request for credit which comes to the 
bank officer’s attention. The examples begin with less complicated loan 
requests and proceed to cases that are more complex and involve larger 
amounts. 

' Statement of H. E. Cook, former chairman of the board. Federal Deposit In- 
surance Corporation. 
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ANALYSIS OF FAVORABLE BASIS FOR SMALL LINE 
OF l^NSECURED CREDIT 

The jllustranon is a request for an unsecured loan of $3,000 mad* 
b) an esabUshed retailer of furniture and home furnishings operatuT? 
in a little cm or fifn-fite hundred inhabitants located in a prosperous 
dam counu m uesrem Wisconsin Within a radius of eight miles arc 
settled fifteen hundred farmers who do their trading and purchase theu 
salt and pepper, their coffee, their gasoline, and all their groceries almost 
exclusn eh m this cit\ 

Antecedent Information 

John Hilton the sole owner of the store, started the enterprise o;cr 
thim -fit e \ ears ago and has operated successful^ since that time through 
fair weather and foul He is well Known to Hcnr) Anderson, president 
of the First National Bank Mr Hilton is an efficient organizer, a sincere, 
hard worker, and a capable manager He began the business in a small 
w a\ w ith practicall) no capital, and m the thim fire ) ears that the store 
has been in existence, he earned sufficient profits to finance the erection 
of the modem cwo-stor\ brick building in which the store is located 
and to purchase three adjoining, two-stor\, bnck-front store structures, 
which are leased to other retailers In addition, he owns a rnodem, seven- 
room residence, with a current market value in the neighborhood of 
Sioooo All are free of debt. 

Investlgaiional Facts 

Mr Hilton has alwavs discounted his merchandise bills and has mam 
tamed an excellent record throughout the trade The last mv estigation 
completed b\ the bank five weeks ago m anticipation of this particular 
seasonal request for a loan, was made with twelve sources of suppU 
Recent high credit reported bv these suppliers ranged up to $1,330, sales 
m ever) case being made on regular terms, and pavmcnts were prompt 
or discounted A current report from Dun & Bradstreet, Inc., recaved 
under continuous service three weeks ago, also earned umformh favor- 
able trade cxpcncnces It had been Hilton’s practice to borrow $2,500 to 
$4 000 late each fall, and ever) loan so made had been reured m the fol- 
lowing Januai) before the actual due date 
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Financial Information ^ 

In November Mr. Hilton decided to increase his inventory for the 
holiday season, and so made his usual request for credit at his bank, this 
time for a loan of §3,000 to run ninety days. He presented a brief and 
simple financial statement in round figures (see Figure 65) showing his 
assets and his liabilities as of the end of the preceding month: 

Figure 65 Financial Statement of the Hilton Furniture 
Store {October 5/, i^—) 


Assets 


Cash 

Receivables (All bad and doubtful receivables 
written off) 

Inventory. 


$ 1, 020. 00 

3, 000. 00 
7. 000. 00 


Current Assets $11,020.00 

Furniture Store Building, after depreciation, , , $ 8,000.00 

Other Buildings, after depreciation (Horne 

valued at $10, 000 not included) , ,,,,,,,, 23,000,00 


Fixed Assets 


31,000. 00 


Total Assets $42,020.00 

Liabilities 

Accounts Payable $ 1,200, 00 

Accrued Expenses 105.00 


Current Liabilitiee $ 1,305. 00 

Net Worth 40,715.00 

Total Liabilities and Net Worth $42, 

Net Worlang Capital, • $9, 715. 00 

Current Ratio , , 8,44 

Net Sales for Ten Months , $33,000.00 

Net Profits for Ten Months 00 


The financial statements dated December 31 for each of the three pre- 
ceding years presented substantially the same healthy condition as this 
interim balance sheet. The net worth during those three years had, 
however, increased only ? 1,000 to $1,500 during each year. During the 
first ten months of the current year, the net worth had been increased 
by profits to the extent of §4,045. The current year would be the most 
successful one in his history. 

Axound 60 per cent of the net sales are charge accounts made on terms 
calling for payment at the end of the month. About one third of the 
annual sales are for cash. Little merchandise is sold on the instalment 
basis. As a result, the current figures show a fairly satisfactory average 
collection period of forty-one days.^ The inventory is turned over rapidly 

“The average collection period is arrived at in the following manner: About 
per cent of the sales are on charge accounts and 7 per cent on the instalment basis. 



306 MAKING THE LOAN 

and total current babilmes arc nominal The finanaal condition of the 
enterprise is erccpaonall) strong a charactensne condition for mm 
)ears Morco\er as the business is a proprietorship, the enure outaiJe 
means of the owner would add addmonal support to anj borrowings. 


The Decision 

In Mew of the sausfactorj experience of the bank in prenous )ears, 
the long record of successful operaoon of the busmess, the high repata 
tion of the owner the uniforml) favorable manner in which merchandise 
invoices arc paid the attractive current rano, and the additional secan*) 
afforded bj the depositors outside property, the banker was pleased to 
grant the loan 

This illustration is tvpical of thousands of small loans requested and 
granted dail) in thousands of communiues in everj state m the Union. 

ANALYSIS OF UNFAVORABLE BASIS FOR SMALL LINE 
OF UNSECURED CREDIT 

Jordan Stone is a )oung man who is employed as a salesman for an 
established local pnnnng house He and a fnend, Verne Smith, who was 
graduated from college five months ago and is employed in the sales 
department of a wholesale grocer) compan), approached Walter Lewis, 
an officer of the Arden Nauonal Bank, Milwaukee, for an unsecured loan 
of $1,000 to be made to the Excel Ondv Compan) 


Antecedent Informallon 

These two )oung men had investigated the business of one James 
Bums, who had manufactured without success a sugarlcss cand) for a 
penod of about two years and had recently closed lus shop Thev a 
plained to Mr Lewis that Bums had had a fairlv good little business, that 
his product had unusual merit and a definite sales appeal, but that through 
personal ncgbgcnce-the fact that he would arrive at the factory Ltc in 
the morning and leav e earlv m the afternoon, that he had dev eloped no 
aggressive sales program or intelligent control over expenscs-he had 


a total of 67 per cent representing credit sales This 67 per cent of the $jjaw» “ 1 “ 
for the ten months gives $11 no whidi represents the net credit sales for the ten 
months This figure divided by J04 days (10 months) gives credit sales of Sjj p«r 
daj If $73 15 then divided into the receivables shown on the balance sheet at $)/*» 
the result is 41 days which is the avera^ collection period 
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failed to make a success of his opportunity. Finally, Mrs. Burns, his wife, 
had offered to sell the idle machinery for $500. 

The equipment was located in small rented quarters in the factory 
building of a local food manufacturer. 

Messrs. Stone and Smith had been assured that they could rent the 
quarters in which the machineiy was stored for S30 monthly. They had 

Figure 66 Application for Loan Form of a 
Bank in a Farming Community 


Application for Loan Date No. 

A pplies for $ 

Renewal - New Loan - Due^ 

Security Offere d 


Insurance thereo n 

Purpose of Loan 

Loan to be paid when due from proceeds of 

Applicant Owns Real Estate Acres 

in Township^ Incumbrance $ 

Owns Personal Propert y 

Incuinb^nce ^ 

has Life Insurance $ 

in Company 

now owes here $ 

owes elsewhere $ 

has Checking Account here 

C.D Savings Accoun t 

has signed order for live stock checks 

signed order for cream checks 

Date of last statement on fil e 
Application to 

Loan approved b y f or $ 

due rate ^ 

Settlement made b y 


also obtained tentative orders from friendly wholesalers and retailers for 
$250 of the candy. An analysis by a reputable chemist showed that the 
product contained certain ingredients that would be helpful in carrying 
on an intelligent advertising campaign. Furthermore, the candy contained 
absolutely no sugar, a most favorable feature in making the product 
attractive to women, children, and diabetics. In fact, the confectionery 
buyer in a leading department store in Alilwaukee had said that the candy 
sold exceptionally well to women, and he had indicated his desire to 
restock a moderate quantity as soon as the candy was again manufactured. 

Neither one of the young men had had any experience in this line, but 
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they wplained that the)* could hire the operator who had been employed 
formerly to mix and produce the candy. Stone had had some scUmj 
experience, while Smith had still to demonstrate his business ability. 

Financial Information 

TTic machinery’, as indicated, would cost $500, and the necessary’ raw 
materials to begin manufacture would cost from $300 to S400. Additional 
funds would be required for containers and wrappers, initial advertisine. 
and other expenses of developing the buwness. Since the concern would 
extend the usual thirty’-dav terms of credit to its customers, additional 
funds would be tied up in receivables. At least several months would be 
needed to establish operations on a profitable basis. In the meantime, rent 
and the salary’ of the candvmaker would need to be paid. In addition. 
Smith expected to resign from hts present position to sell the candy and 
to manage the business. He would need a moderate draw’ing account to 
suppon himself. 

The banker was sympathetic with the desire of these two young men 
to launch their own business venture. However, neither one of them had 
assets of any’ kind chat could be used as collateral for a loan. Moreover, 
they had no particularly close friends who would endorse their note, 
guarantee the loan for them, or furnish collateral. The principal asset 
the bank would have in the event the business did not succeed would be 
the used machinery’ which cost $500. Mr. Lewis, the banker, also thought 
the business would need substantially’ more than the $1,000 requested in 
order to purchase the machineix’, the requisite raw material, containers, 
and advertising matter; carry the receivables until collected; and pay the 
salaries, rent, and other incidental overhead expenses until the business 
became a going concem-that is, until income exceeded expenses. 

The Decision 

In view of the inherent hazards of the undertaking and the fact that 
neither Stone nor Smith ou-ned assets of any kind, Mr. Lewis felt impelled 
to decline their request for an unsecured loan. 

ANALYSIS OF FAVORABLE BASIS FOR MODERATE LINE 
OF UNSECURED CREDIT WITH ENDORSEMENT 

The Kirkpatrick Machine Works, Inc., had carried a non-borrowing 
account with the Second National Bank of Cleveland for six y’cars. In 
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May, C. C. Kirkpatrick, president of the company, called on Alvin Bron- 
son, assistant vice president of the Second National Bank, and sought a 
loan of §10,000 to enable the company to complete current unfilled 
orders received from four nationally known corporations and amounting 
to approximately §50,000. 


Antecedent Information 

In the credit file of the bank Mr. Bronson found the following mem- 
orandum which was dictated by Fred D. Herrick, a member of the busi- 
ness extension department, following a call at the plant of the concern 
in January. 

I made a good-wiU call at the office of this company today and met Mr. 
Kirkpatrick. Their deposit account averaged §15,000 last year and §27,600 during 
the previous year. Mr. Kirkpatrick, a man about forty years of age, became 
the sole owner of the business when his father died two years ago. The concern, 
which was incorporated after the death of the elder Mr. Kirkpatrick, has made 
machinery for the cooperage business for a long period of years. A side line of 
machinery for making automobile and mick tire rims has also been developed. 
The corporation holds about thirty basic patterns on these different machines 
and sells the product to most of the automobile tire manufacturers. Recent 
orders from one domestic customer, Weston & Kirk, Inc., and from England 
are for more than the entire volume handled last year. 

The corporation also has an up-to-the-minute machine shop equipped with 
large machinery for planing and finishing heavy castings and, at the time of my 
call, had fifty-four tons of large castings on the floor to be finished and de- 
livered to fill actual orders. Machinery and equipment costing over §55,000 have 
been depreciated to about §8,000. After taking depreciation of 10 per cent, the 
operations just about broke even for year A (a difficult year for the machinery 
business). The concern owns valuable patents on special machinery, however, 
and is in a position to profit materially by any increase in sales. 

The business has not borrowed for several years. Mr. Kirkpatrick appears 
capable and conservative. He is somewhat of a mechanical genius, as he devel- 
oped several of the machines which do the precision work. He also runs the 
office and handles the finances. The one weak point in this interprise is its one- 
man control, for any accident to Mr. Kirkpatrick would seriously handicap the 
business. He told me that he was very well satisfied with our services and 
evidently was appreciative of the interest evidenced by my call. 

Financial Information 

As this brief picture of the operations served to provide the necessary 
background, the banker proceeded to inquire into the current financial 
situation, the working capital position, and the prospects of the business 
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He also informed Mr. Bronson that the corporation had biUed approxi- 
mately $100,000 since January i. This more than doubled the net sales 
of $46,456 during the entire fiscal year ended October 31, year A (page 
314), on which a net loss of $353 was sustained. The balance sheet as of 
October 31, year A, which was the only financial statement in the credit 
file, disclosed a satisfactory working capital position, with current assets 
of $32,868, current liabilities of $4,008, and a net working capital of 
$28,860. 

After studying these figures briefly, the banker informed Mr. Kirk- 
patrick that his request for a loan appeared to be reasonable, but that for 
purposes of comparison he would like to have access to the two pre- 
ceding year-end balance sheets and a balance sheet together with a profit 
and loss account as of April 30, year AA. In the meantime he would also 
have an investigation made in trade quarters. In view of the fact that as 
of October 31, year A, the tangible net worth amounted to only $26,343 
and that the management of the business devolved entirely upon Mr. 
Kirkpatrick, he was asked to endorse the company’s note, if the loan 
were granted. He agreed. 

Fluctuatioji in Tangible Net Worth.— K few days later Mr. Kirkpatrick 
brought in copies of the three balance sheets requested, together with a 
profit and loss statement for the six months ending April 30, all of which 
had been prepared by an independent firm of certified public accountants. 
All of these figures, a part of which are shown in detail in Figures 68 and 
69, were then set up on a comparative statement form (Figure 70), and 
the trend was analyzed. The analysis revealed that the real estate and the 
plant (the net value after depreciation being $23,391) had been with- 
drawn from the partnership sometime in year B, and that this withdrawal, 
coupled with a loss of $4,067 and cash withdrawals of $8,292, had re- 
duced the tangible net worth from $88,748 to $52,998. These assets had 
been conveyed to Mr. Kirkpatrick’s father, whose death in the latter part 
of year B had made it advisable to incorporate the business. 

The further decline in the tangible net worth to $26,343 A 

had been occasioned principally by retiring 1 1 1 % of the 250 authorized 
and then outstanding shares of capital stock, at a cost of $25,000. The 
corporation’s notes due in three and one half years, given in payment of 
the full amount, had been reduced by payments to $13,325 by October 
31, year A, and stood slightly lower at $13,132 as of April 30, year AA. 
As these notes were to mature more than a year subsequent to the respec- 
tive statement dates, they were considered deferred liabilities. 

Current Condition.-Mv. Bronson noted that a thoroughly satisfactory 



Figure 6S Balance Sheet for KirLpatnck Machine AVorks, Inc 


Atifts 

Current A*iet» 

Ca»h 

Second Nat onal Bank 
Petty Cash 

Trade Account# Receivable 
Lea«— Reeerve for Bad Debts 

Inventories as taken and priced 
by the management 
Tiniehed Machinery 
Work in Process 

Unexpired Insurance Premium# 


(Year AA) 
April JO 19 


$ 9 278 27 

$ OS 

— 5 9 283 32 

$16 492 08 

I 8S6 6S 

14 635 43 


$15 733 82 
13 082 71 

28 816 53 
255 35 


Machinery Tool# Pixturi 


Particular# 

Machinery «-ivd E^u pmetit 
Tools 

OfTce rurniture and £qu p 
ment 

Automob le 
TotaU 

ToUl Asset# 


r and Automobile 

Re#erve for T^et 
Co«* Depreciation Book Value 


$53 365 70 $46 
10 76Z 00 9 371 14 


I 625 86 
262 50 


$ 7 356 86 
1 390 86 


161 99 
87 50 


$66 285 55 $57 268 34 $ 9 017 21 9 017 21 

562 007 64 


SaUr et sod ir%|«s 
ExpcDies 
la «rc> 

Real Eitste sad Fcrs 
Ohio Sales Tax 
Provlileo tor Feders 
CuTienl kvatuHt e 


>0X1 Properly Taxes (EsCunated] 
locotne Taace (Estimated) 


$7 289 41 

177 95 
204 OD 
37S 00 
J 010 56 
54 10 
4 500 00 


Notes Payable BalaaecoiyiS POO Issued to retire 
111 1/9 abaiea ot a ock ol the corporatlou due 
In three and OBC hal years or prior thereto at 
the option of the eorporatioo 
Net Worth 


JJ 131 72 


Cap tal S ock Au horlxed 250 ehaves par value 

SIDO leeued and outeiandug 138 8/9 shares JU 888 89 

Cap taJ Surplus H (08 68 

Earned Surplue 

DeOelt November 1 TearA % I 653 32 

Net Prol t lot eU months coding April 30 

Year AA 10 670 85 

D V deads j 9J0 qq y 067 53 35 065 10 

Tout Elabllmea and Net Worth ' 007 14* 
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current position had been maintained during the entire period covered 
by the statements, and that the April 30, year AA, balance sheet indicated 
current assets of $52,735 to pay current liabilities of $13,811, a liquid 
condition giving a net working capital of $38,924. The current assets 
were 3.82 times as large as the current liabilities, which gave a splendid 


Figure 69 Statement of Profit and Loss for Kirkpatrick 
Machine Works, Inc. (six months ejidmg April 30, ip- 

year AA) 


Particulars Amount 

Net Sales of Machinery and Parts ^ $36, 399. 21 

Cost of Sales ^ ^ 16,8^9.04 


Gross Profit from Sales 

Ratio to net sales — 53. 77% . 

Selling and Administrative Expenses. 

Officer’s Salary $2,075.00 

Office Wages 501.70 

Legal and Auditing Fees . * 238.75 

Oaio Sales Tax. 241.92 

Freight and Cartage on Sales , • , . 158.09 

Traveling Expense 132.78 

Advertising 117,76 

Telephone and Telegraph 103.82 

Office Supplies and Postage 102.46 

Automobile Expense 62.66 

Dspreciation-- 

Automobile 87.50 

Office Furniture and Equipra<»nt. . 23.34 

Insurance on Life of Officer 102. 80 

Miscellaneous 105.63 


$19,570.17 


Total Selling and Administrative Expenses . 

Ratio to net sales--ll. 14% 

Net Operating Profit 

Ratio to net sale6--42.63% 

Other Income and Expenses; 

Discounts Received 29.89 

Interest paid (Deduct). . 375.00 


4,054.21 


15, 515.96 


345.11 


Net Profit for Six Months Before Estimated Incoroo 


Taxes $15,170.85 

Less: Provision for Estimated Income Taxes, , • • • 4,500.00 


Net Profit for Six Months Ending April 30, 19 
(Year AA) 


$10,670.85 


margin of protection to creditors. Aloreover, net working capital had 
been augmented during the six months period chiefly through profits of 
$10,671, after provision for estimated income taxes of $4,500, all of 
which, except for dividends of $1,950, had been retained in the business. 
The total inventory of finished merchandise, work in process, and raw 
materials was somewhat heavy, but that condition was accounted for by 
the rather substantial orders on hand and in process. Current liabilities 
were incurred solely for the purchase of raw materials and accruals. 
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Works Inc 




Partnership 

Corporation 


(C) 

(B) 

(A) 

(Aa) 

Three Yea.r« 

Two Year 

s One Year 



Aeo 

Ago 

Abo 

This Year 


O t 31 

Oct 31 

Oct 31 

Apr 30 


19_ 

19_ 

19_ 

19___ 

Agget* 

Ca«h on hand and in hank 

$4 010 

$37 548 

$14 806 

$9 283 

Account! Reee vabl« Cu* 





tamer! 

67 S69 

2 542 

12 272 

14 635 

Merchandiie l^mihed 




IS 734 

Merchandise in Process and 



5 790 


Raw Mater al 

1 410 

1 724 


13 083 

Current Assets 

$72 997 

$41 814 

$32 868 

$52 735 

Land and Bu Idings 

34 S46 




Mvchmery ard Equipment 

55 173 

S5 173 

55 173 

55 173 

Delivery Equipment 

1 116 

1 118 

350 

350 

Tools 

9 175 

9 323 

10 594 

to 762 

D ierredAssets 

414 

475 

470 

256 

Due from O^teers and Stock 





bolder! 

300 

300 



ToUl 

$173 723 

$108 203 

$99 455$119 276 

Lubtlities 





Accounts Payable 

$16 037 

$563 

$2 983 

$7 290 

Accruals 

6 642 

1 292 

1 025 

2 021 

Provision for Income Taxes 




4 500 

Current Lisb lit es 

$24 679 

$1 855 

$4 008 

$13 811 

Notes due in three and one 





hall years 



13 325 

13 132 

Total 1. ab 1 t es 

$M 679 

$1 855 

$17 333 

$26 943 

Reserves for Depreciation 

60 296 

53 350 

55 779 

57 268 

Net Worth 

88 748 

52 998 



Capital Stock Common 



13 889 

13 889 

Capital Suspbia. 





Earned Surplus 



12 

7. 067 

Total 

$175 723 

$108 203 

$99 455$119 276 

Net Working Capital 

$48 318 

$39 959 

$28 860 

$38 924 


2 95 

22 54 

8 20 

3 82 

lang oie l et Worth 

$66 748 

$52 998 

$26 343 

$39 565 


170 412 

36 434 

46 4a6 

•36 399 

Net Prof ts ll.l 

33 833(L} 4 067fLV-» 353 

•ID 671 

Dividends or W thdrawals 

23 783 

31 683 

1 300 

• 1 950 
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State 77 ient of Frofit and Loss.— For the six months ending April 30, 
year AA, net sales had amounted to $36,399, which was approximately as 
large as the volume during the entire year ending October 31, year B, 
and 78.4 per cent of the volume for the entire year A. The remarkable 
performance for this six-months period was made possible by a substantial 
gross profit of 53.77 per cent and moderate selling and administrative 
expenses, which, including Air. Kirkpatrick’s modest salary, represented 
1 1. 1 4 per cent of net sales. On the basis of orders on hand and anticipated, 
Mr. Kirkpatrick estimated that his final net profit for the fiscal year 
would be in the neighborhood of $50,000 before income taxes, which 
would be a most extraordinary showing. 

Investigational Facts 

The trade investigation developed highly complimentary information. 
No restrictions had ever been placed on the account. Purchases among 
fifteen concerns during the past year had ranged up to $1,450 on regular 
terms. In ten cases discounts were being taken on discount terms, and in 
four others, invoices were being paid promptly on net terms. All of the 
suppliers had been extending credit off and on for many years. 

The Decision 

In view of the current rate of earnings, the thoroughly satisfactory 
financial condition reflected in the April 30 statement, the bright outlook 
for the remander of the year, and the high opinion held by merchandise 
suppliers, Mr. Bronson felt that a loan of $10,000 would be amply secured. 
The banker accepted a ninety-day note of the corporation endorsed by 
Mr. Kirkpatrick, subject to a renewal for a like period, if desired. He 
assured Air. Kirkpatrick that any additional accommodation needed up 
to $20,000 would be available on the same terms. 

ANALYSIS OF FAVORABLE BASIS FOR LARGER LINE 
OF UNSECURED CREDIT 

In February, Charles Clark, the treasurer of the Lincoln Grocery 
Company, Inc., called on William Hanson, vice-president of the Old 
National Bank, regarding an unsecured loan of $50,000 for ninety days. 
Two weeks after its fiscal closing, the corporation had retired its last 
loan of $84,000, Avhich is shown on the balance sheet for the end of last 
year. The management planned to use the proceeds of the proposed 
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$50,000 loan to purchase a substanml supply of canned goods at low 
pnccs 

Antecedent Information 

The Lincoln Grocery Company, Inc , located m a city of fort)' thou* 
sand inhabitants in the state of Georgia, is a closely held corporation 
transacting a t) pical service holesale grocery' business Chester O Joi* 
gcnson, president, is the prmapal stockholder, owning 26 per cent of 
the outstanding capital stock, all common The remaining 74 per cent of 
the stock IS owned by other officers of the corporauon and by members 
of their immediate families The management is experienced, capable, 
wide-awake, and hard-working The business was chartered in 1895 and 
has had a continuous, clear record since that nme It distributes a com- 
plete line of food products, such as canned fruits and vegetables, coffee, 
olives, spices, preserves, jams, and cereals, within a radius of two hundred 
miles and is one of the leading concerns m this bne m Georgia 

Inveitigetlonai Fecit 

A recent trade investigation made by the credit department of the bank 
eight weeks ago indicated high credit of $5,000 on the usual purchase 
terms in this line of business of a per cent discount m ten days, net thirty 
days The concern w as regularly discounting its invoices and had mam* 

Figure 71 A Form of unsecured note (front) 

S PhlUdelphU P« .H 

On D«m«nd __ proxnlie lo par 

w»th Intereit at th« rate of par cent per annum. 

Payable at THE PHIU^DELPHIA NATIONAI* BANK 

Tot value received 


tamed a most favorable paying record for a great many years Trade 
inv estigations conducted at penodic mterv’als in the past by Dun & Brad 
street, Inc, had shown similar results No rcstnctions whatsoever were 
placed upon its credit by merchandise suppliers 
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The corporation had borrowed moderately from time to time at its 
one bank, the peak borrowings reaching $85,000 in each of the last three 
years. These loans generally were outstanding four months of each year, 
the corporation being entirely out of the bank’s <3ebt during the other 
eight months. The bank balance had averaged between $40,000 and 
$50,000 for several years and had shown a most satisfactory profit to the 
depository. 


Figure 71B Form of unsecured note (reuerre) 

Philadelphia, Pa 

For value received hereby waive demand, protest and 

notice of protest on within note and hold ■ ■ - as duly bound as if same had been 

legally protested and had been notified thereof. 


Financial Information 

When Mr. Hanson called for the credit file on the Lincoln Grocery 
Company, Inc., he found the information complete and up to date. The 
comparative figures, shown in Figure 72 on page 318, give a clear picture 
of the financial condition of the business up to and including December 
31, less than two months ago. These figures showed fluctuating progress, 
with the tangible net worth and net working capital down in year B and 
up in year A, but a healthy financial condition throughout. 

The net profits had not been particularly large, ranging from $6,500 
in year B to $24,400 in year A. The credit file, however, indicated that 
the management had operated conservatively and provided liberal allow- 
ances for depreciation and for bad debts each year. Profits, moreover, 
had been shown annually for rwenty-five years, which is a most unusual 
record. Year B is the only year in which dividends had ever been dis- 
bursed in excess of the earnings. 

Besides operating profitably, the business had maintained a satisfactory 
current position. Doubtful items had been eliminated promptly from 
receivables, and the inventory was always fresh and in good condition. 
Net sales for the last year were at the approximate rate of $100,000 per 
month; receivables at $67,100, therefore, amounted to less than the sales 
for three weeks, an unusually fine liquid condition for the accounts on 
the books. 

The inventory at $248,100 was the highest to be shomi at the end of 
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an) )car in fi\c )cars and represented a tumo\er of only 47 times, as 
compared \uth a t\pical tumoter of 8 times or more in the wholesale 
grocer) field When this heavj inventor) position was brought to Mr 
Qark’s attenaon, he explained that wholesale prices had increased 
per cent m the last four ) ears and that many of their cocoa, meat, wheat, 


Figure 72 Comparative Balance Sheets for Lincoln Grocer\ Compati), 
Inc {years ended December 4/, !$—) 


Cftih 

Accouati Racclvabl* 
lavcBtory 

XI S Co««cam«Ql Bond* 

Lend and Bulldtngi Net 
D«(«rrnd Chtrim 


(C) (fl) (A) 

Three Yeere Two Yenre One Yeer 
Ago Ago A|o 


$ 44 900 $ SS ZOO 

64 800 6S ZOO 

210 000 200 ODD 

10 000 10 000 


5 JZ9 700 S 310 700 

75 000 73 000 

3 800 5 000 


r 


55 zoo 

67 IS) 
243 ISO 
10 000 
330 400 
67 000 
S 330 


S 408 300 S 408 700 t 4Sl TOO 


SeUf Piy»hU Beak 
Aeeeunie Per^ble 
Oepoilte Steekheldere 
Acdeuelt 


40 000 S SO 000 $ 64 009 

1 500 1 700 1 400 

20 000 21 000 29 400 

U 000 7 500 17 WO 


Curran. Llihllltlee 
Cemmea St ck 


72 500 
280 000 
56 000 


80 ZOO 
280 000 
48 500 


119 400 
289 009 
S3 300 


Tcul 

Nat Wartlag Cea tel 

Currant Recta 
TengIBle Wat Worth 


i 408 500 $_ 

257 200 
4 54 
336 OOO 


408 700 
250 500 $■“2«■000 

4 12 3 18 

328 500 3 333 300 


Nat Silee 

Nat Proflti 
Dialdandt 


I 020 OOO 
22 500 
7 000 


1 107 ODD 1 165 000 
6 500 24 430 

14 OOO 19 609 


r)c, and barley products were selling at the highest point m ten years. 
He also pointed out that man) of their products were produced in other 
states, and larger stocks of these products had to be kept on hand to 
avoid running short of an) particular commodity. 

The pnncipal liabihtv item was the $84,000 note, and that had alrcad) 
been paid to the bank Accounts pa)able had increased somewhat, but 
little change had occurred in the accruals ‘ Deposits— Stockholders” of 
$20 400 in the ‘ Current Liabilities” represented funds that the president 
and one other officer had placed at the disposal of the business about five 
)ears ago The) offered to subordinate these obligations to the banks 
debt, but the banker was satisfied with the net working capital position 
and did not require this additional protection Moreover, the companv 
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officials indicated that none of this $20,400 deposit would be paid during 
the period that the bank loan was outstanding. Likewise, the banker did 
not require the concern to pledge its holdings of United States Govern- 
ment securities as collateral for part of the loan. 


The Decision 

In view of the high regard for the management and the efficient manner 
in which they had operated this business, the thoroughly satisfactory 
experience the bank had had with the account over a period of many 
years, the substantial net working capital position, the splendid way in 
which receivables had been collected and the inventory kept clean, and 
the excellent record of the concern in the trade, the request for the loan 
for $50,000 for ninety days was freely granted. 


ANALYSIS OF UNFAVORABLE BASIS FOR SUBSTANTIAL LINE 
OF UNSECURED CREDIT 

In February 19 , as the result of previous solicitation by the bank’s 

new business department, Frank T. Burke, the president of the Midvale 
Electric Company, Inc., of Midvale, one of the larger manufacturing 
cities in the Aliddle West, wrote to the Third Bank and Trust Company 
of Chicago, enclosing a copy of the concern’s balance sheet and operating 

results for the year ending December 31, 19 (summarized as year A 

in the comparative figures in Figure 73 on page 320). He oflFered to 
place a desirable account with that bank contingent upon the receipt of 
an unsecured line of credit of $200,000. The corporation carried accounts 
with two Midvale banks which granted aggregate lines of $200,000; this, 
however, would shortly be reduced to $125,000 with the merger of the 
two institutions, which were going to establish this borrowing limit for 
any one customer. 

Antecedent Information 

Fred T. Vail, the loaning officer of the Third Bank and Trust Com- 
pany to whom Mr. Burke’s letter was referred, called for the credit file 
on the corporation. The file contained a credit agency report which was 
slightly more than three months old. This report yielded certain inter- 
esting collateral information. The business had been incorporated ten 
years previously with an authorized capitalization of $100,000. Subse- 
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qucnth, authorized capital stock had been increased to $300,000, of 
which $50,000 was preferred and $250,000 was common Of the preferred 
stock, only $19600 was issued Mr Burke was reported to be the pnn 
apal stockholder, and his business record, his ability, and his expenenct 
m the industry were mentioned in favorable terms At this stage \Ir 



Figure 73 (Coinmued—page 2) 
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Vail s knowledge of the personnel and the record of the concern was 
from secondary sources and somewhat limited. Additional information 
and first-hand impressions of a somewhat favorable nature were obtained 
a few days later when he made a visit to the plant of the Midvale Electric 
Company, Inc., as described later in this analysis. 

Analysis of Latest Balance Sheet 

The company had expanded rapidly and had recently undertaken the 
manufacture and sale of a new electrical appliance in which its own 
motor was used. This new activity was understood to have required 
considerable capital, and in some quarters the corporation was reported 
to be somewhat slow in meeting its merchandise bills, although its account 
was generally considered satisfactory and desirable. On net sales of 
$4,917,200 obtained in year A, a final net profit of $326,932 had been 
earned, representing the unusually high return of 31.85 per cent on the 
closing tangible net worth and 6.6 per cent of the net sales for the year. 
The balance sheet had been prepared by a local firm of certified public 
accountants. The file contained no earlier figures. 

Current Financial Conditio 7 i.—Mr. Vail turned the audited figures re- 
ceived in the mail over to the credit department of the bank for posting 
on a comparative statement sheet. When the figures were properly posted 
and the comparative sheet turned over to him, Mr. Vail began to study 
them, item by item and in their relationship to each other. He observed 
a current ratio of 1.82 and what appeared to be fairly adequate net 
working capital of $515,632. Quick assets of a readily liquidable nature— 
that is, cash and receivables— exceeded current liabilities by $254,660. In- 
ventory, priced conserv^atively at the lower of cost or market, was in 
excellent proportion to sales, indicating a most satisfactory turnover. In 
fact, assuming the closing inventory to be of normal amount, a compari- 
son with the cost of goods sold, $3,665,364, showed an annual turnover 
of fourteen times, a most unusual and attractive condition. 

Receivables . — Throughout the analysis Mr. Vail considered the nature 
of the company’s product, small electric motors ranging in size from 
fractional to ten horsepower and used chiefly by manufacturers of other 
equipment. The presence of notes receivable of $255,004 suggested either 
some deviation from the terms of sale customarily used in this industry 
or the conversion of past-due accounts receivable into notes. Both expla- 
nations pointed to a somewhat lax credit policy. In the event that the 
notes receivable represented loans to officers or some other transaction 
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outs de of the mcrchandK’ng operanons, the\ could not be considered a 
cuTcn- asset The ratio of sales to accounts and notes reccn*able ird.cr*d 
a tumos cr slt nines per \ car and hence an as erage age of appaju 
ma eh nso months This ratio tended to confirm his opimon thr a 
subs*anDa! proportion %s as slow or that rcccis ables not properh cuTr~ 
were included n the account. 

He also noaccd amon? the deferred assets tw o items of imsctlian'ous 
notes and accounts rcceirable, one for $87 500 and the other for $ 
and amonci the deferred liabilities, one item of notes {>a\able to indmd- 
uals of 5— ,,08 Each of these three items required explanation. How did 
thev arise W ould th*' nso items m the ass^ be repaid shortls, or wee 
th-'s lilvcU to remain on the books for a long timc“ Was the item m the 
liabil nes rcall\ a deferred debt, or w as it pat able wnthm a > car* DcStjk 
information was needed to classift these items properlt and to tr'trprr 
ant effect thet micht hare upon the general finanaal picture. 

Fixed Assets -Land and buildmgs were earned m the assets at $89*^2, 
and machincrt and equipment at $509,708, a total for these ttto itcru 
of Si 'O' 6^0 After deducoon of the dcprecianon resene earned la the 
iubHioes, these particular assets had a net depreciated value of $9Z'.6 a 
These assets were pledged, hotteter to secure a mortgage debt, whidi 
on th- same statement date amounted to $567484, or more than 50 per 
cent of the deprecuted net value As a result, the fixed assets could hariv 
b- considc-ed of an\ important supporting value, and the terms of die 
morrease debt rrughc possblv be burdensome A detailed studv of t*^ 
prov"'ions of the motga^c would need to be made before semnz aav 
dc^nitc hnc of credit The amount of depreoaDon charged to the tear’s 
op-ranons could not be determined dcfinitclv from ^e available ope' 
aung figures in the absence of a breakdown of manufacturmg expense, 
but the increase in the reserve for dcprcciaaon from $'io 880 to $'900,0 
seemed to indicate that adequate provision was bemg made for this o“' 
important jearK charge 

Lutilines —Mr Vail also observed that the total debt, current a.-i 
funded, of Si 6"48o was top-heavt m comparison to the tangible rn 
worth of $1 0.6 38’ This condiuon was attribured to the ha that t’'* 
compant had had an unusualh rapid growth’ The excess of total Lab!) 
laes over tangible net w orth, how e\ er, w as a dangerous sign. 

* To an eipenenced ba"ker an c atau a^ profitable and rapid g ruuib m a besneo 
cn fipnse a often a « arnirg s gnal tha a^irs are gttnnj oct of Gne For a 
of tbn phase of credn artaJj-sS. see Rov A. Fo^ke BebtrJ tke Scenes o* Burgess 
CBer ci.'Sew'kork Psn & Bradstrcei,Inc., lyjal.chap j 
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Results of Preliminary Analysis 

After this cursory analysis of the information that was on hand and 
in the credit file, the banker felt that this concern offered possibilities as 
a desirable credit risk. He therefore wrote Mr. Burke requesting copies 
of detailed balance sheets and operating statements for the three pre- 
ceding years, B, C, and D inclusive (see comparative statement summary 
in Figure 73), the names of the principal sources of merchandise supplies, 
and a list of the important users of its products. This information was 
promptly furnished. The bank then had the last four annual financial 
statements, which were set up on its comparative statement form. 


Investigational Facts 

Investigations made by the bank’s credit department with the seven- 
teen sources of supply whose names had been furnished by the company 
indicated that discounts were being taken on smaller invoices, but that 

Figure 74 Form of a Time Promissory Unsecured Note with Covenant 

to Pay Attorney’s Fee 



the larger accounts, running as high as $80,000, were being paid partly 
in cash and partly with ninety-day notes, and in two cases entirely with 
notes. The notes were invariably met promptly at maturity. All of the 
suppliers expressed themselves as being entirely satisfied with the account 
and willing to extend credit for its requirements. Replies received from 
the principal users of the product were uniformly complimentar)s and 




324 MAKING THE LOAN 


It ^\as e\ndcnt that both Mr Burke and the company enjojed an excel 
lent reputation 


Figure 75 Form Sometimes Used on 
Re\ erse Side of a Promissory Note 



Analyils of Comparative Figures 

An analysis of the annual financial statements as set up on the banks 
comparative statement form showed an unbroken record of profitable 
operations during the past four years and consistent increases in both 
tangible net worth and net working capital In fact, the tangible net 
worth had more than doubled during this period and had been financed 
entirely out of earnings Not only had profits been earned during each 
one of these four years but they had increased steadily from $120838 
for year D to $316932 for year A a most impressive showing Onlv a 
nominal part of the earnings had been paid out m dividends A substantial 
portion of the earnings had however been re invested in real estate, 
buildings machinery, and equipment As a result the enterprise had been 
forced to increase the mortgage debt from year to year to provide adc 
quate net w orkmg capital The financial statement for y ear D show cd a 
mortgage debt of $148 390 and for year A almost a four fold expansion 
to $567484 

Net sales had increased sharply during the last two years A current 
ratio of about 2 to i and a fairly comfortable margin of cash and receiv 
ables over current liabilities had been maintained from one year to 
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another. In reviewing this situation in his own mind, the banker was 
impressed with the upward trend of net sales and profits, but not quite 
so favorably impressed with the steady increase of fixed assets, mortgage 
debt, and total liabilities. In other words, here was a situation character- 
ized by some favorable and some rather unfavorable features. He there- 
fore decided to call on Mr. Burke, to review the statements with him, 

Figure 76 Form of a Time Promissory Unsecured Note 


Due Milwaukee. Tis . « 

- - — after date, for Value Received, the undersl/^ned pronises to 

pay to the order of 

FIRST WISCONSIN NATIONAL BANK OF MILWAUKEE 

, , — — - - Dallar.^ 


Davable and with interest at the rate of Rtl per annum afret nafurJfv 

Each inaher and eadoiiet bctcef hereby wnivea presentment, demand, notice cf dithonot, and piousi. and consents to any and all estensions 
of the line er tjnes of payaent of this aote, «>thout soy nonce »hacsoe«er. If the ondersianed shall be ante ihan one person or eorro'tuoA, 
their oblisaiions thall be joint and aeeetsi, the lubiticy of escb shall be absolate and noconditional, tefardlets of the hahiliry el say oihet 
patty hereto, and alt icfecencee to the uodertitaed hetetn shall be underatood la the plwal aa veil as to the aingetar and shall he deemed to 
apply to the uoderaigoed both jeiatly and aeterally. 

Vn. 


r >93.9.a.S9 Addrsas 



inspect the properties, and obtain a first hand impression of operations 
and of the executive personnel. 

Moreover, the condition of the receivables now appeared to be a more 
pressing problem, since the comparative figures showed that previous 
balance sheets carried only a moderate amount in notes receivable. Be- 
tween year B and year A the amount in notes had jumped from $48,886 
to $255,004. A sudden increase such as this in any one item always needs 
additional explanation. Mr. Vail also reasoned that with total cash and 
receivables of $877,248 and bank borrowings of $190,000, as compared 
with total current liabilities of $622,588, the normal turnover of the re- 
ceivables would logically provide sufficient cash to obviate the necessity 
of giving notes and should in fact permit the company to discount all 
raw material invoices. 

The Plant Inspection 

As soon as he had made his decision to inspect the plant firsthand, the 
banker called Mr. Burke long distance and made an engagement to visit 
him at Midvale on the next day. Mr. Vail took a plane from Chicago 
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to Mid\ale, arn>iflg earl) m the rooming He met Mr Boric imroei. 
atcl) after brcaifast and made a careful inspection of the plant. The 
buildings, although old, -ttcre m cKxUcnt repair and tv ell protected 
against fire The plant la) out was well adapted to the manufactunn? 
opcranoTS. Mr Burle explained that, beginning with one umt purchased 
for $166726 in )car D, the compan) had gradually acquired the enure 
plant, formcrlv occupied b) a now defunct enterprise Balance sheet 
\aluaaons, which svcrc at cost, appeared extrcmel) conservame, as the 
plant had been bought considcrabl) below either onginal or reproduction 
cost. ■VlTiilc a good deal of the equipment had been purchased second- 
hand, It was m good condition, and the most modem manufacturing 
methods w ere emplo) ed. 

The annual producoi e capaci^ based on the operanon of three shifts, 
was estimated at approximate!) Siooooooo in net sales Hence, plant 
facilities provided ample room for expansion m volume Mr Burle re 
ported that the program of plant expansion had been completed and that 
no additional imcstment in plant or m equipment was contemplated n 
the near future The mortgage debt of $;674B4, held b) a local building 
and loan associaaori. had been mcreased to that figure as additional unns 
of the plant had been acqmred This obligation was now being amortized 
monthl) , w ith total payments of pnncipal and interest for the next ) ear 
amounting to $75 600 or $6,700 per month. 

After Mr Vail had satisfied fumself, withm the Lmits of his rather 
general Inow ledge that the plant faciliucs were adequate and effiaent 
and that the plant values, as shown on the balance sheet, w ere conserva 
me, he proceeded to obtain impressions of the executive personnel and 
of the general operating cfiicicnc) of the company Bncf mtemews w^th 
the treasurer, sales manager factor) manager, and other executives led 
to the conclusion that Mr Burke had surrounded himself w^th a capable 
organization, as each indiudoal appeared thoroughly com ersant Kith hn 
dunes 

Operanons were budgeted, a comprehensit e cost s)stcm was main 
tamed, and a close control of expenses was exercised Mr Burle appeared 
energenc, well informed andaropK qualified b) temperament and abiUts 
to head an enterprise of this size Mr Burle’s relanons wnth both execu 
m es and emplo) ecs as the banker observed them, indicated respect and 
lo)alt) on the part of the enure orgamzanon Mr Burke’s pnman in 
terest was obviously in sales, and the banker felt that his expressed ambi- 
non to build his volume to a dominant point m the industr) nugh' 
possibl) lead to o\ crexpansion and other undesirable consequences Mr 



UNSECURED BANK LOANS 327 

Vail also observed that Mr. Burke’s complete domination of the com- 
pany s affairs had tended to curb the initiative of the other executives, 
with the result that no other man in the organization appeared capable 
of replacing him if it became necessary. At this point in the interview, 
however, the banker s general opinion of the management was favorable. 

A discussion of the financial statements with Mr. Burke then followed. 
Mr. Vail was informed that sales were quite diversified. About 90 per 
cent of the output was taken by manufacturers of equipment, and the 
other 10 per cent by jobbers or retailers of electrical supplies. Among 
the customers were seventy manufacturers of pumps, twenty-nine manu- 
facturers of woodworking machinery, seventeen manufacturers of air 
compressors, eighteen manufacturers of metalworking machinery, and 
fourteen manufacturers of special machinery. A number of eminent 
corporations appeared on the list. About one thousand active accounts 
were reported, and as the largest single customer took less than 10 per 
cent of the output, the business was not exposed to the risk of having 
a large part of its volume dependent upon Uvo or three important 
accounts, the loss of which might materially affect its operations. The 
banker remarked that a general restriction of output by the equipment 
manufacturers would be reflected in a drastic decline in the company’s 
volume. Thus far during the current year, sales were running slightly 
behind those for the corresponding period of the previous year, while 
unfilled orders on hand were $100,000 less than at the same time last year. 
Mr. Burke was of the opinion, however, that the year’s volume would 
fall only slightly below, if it did not actually equal, the sales for the 
preceding year and that operations would result in a satisfactory net 
profit. 

A Critical Study of the Latest Balance Sheet 

In the last balance sheet Mr. Vail noted that cash in banks of $69,590 
exceeded the customary 15 or 20 per cent required as compensating bal- 
ances, when compared with total credit lines of $200,000. The account 
should therefore be profitable for its banks. Furthermore, the building 
and loan association stock, carried at $ioi,ioz, was held in the local com- 
pany to which the plant was mortgaged, and might not be easy to liqui- 
date for cash. 

JRecez'UffZ’/er.— Reservations as to the character of the notes receivable 
were then confirmed. Only $21,582 of the total of $255,004 were cus- 
tomers’ notes, and these had originated for the most part through detri- 
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ations from the regular terms of sale Of the remainder, $100,810 consisted 
of a note of the Simms Manufacturing Corporation of Bcrkdale, Penn 
sjUania, manufacturers of filling station equipment, matunng during the 
current )car Another $120,000 represented joint collateral notes of the 
Simms Manufaaunng Corporation and its president, Roger Temple, and 
were secured by 75 per cent of the outstanding capital stock of the 
Simms Manufacturing Corporanon The remaining $12,612 represented 
accrued interest This breakdown put quite a different complexion on the 
size and character of what had been thought were legitimate current 
assets 

The item of $87,500 carried as “Miscellaneous Notes Receivable” rep- 
resented certain long term notes of the Simms Manufacturing Corpora 
tion and was related to the transaction responsible for the notes of Mr 
Temple and the concern, considered current by the auditors Mr Va 3 , 
recognizing in this situation the apparent explananon of the inability of 
the corporation to take its discounts m spite of what appeared to be 
adequate net working capita), turned to the detailed audit report He 
found tiiac these advances had been made to Mr Temple and to his 
business to permit him to acquire the stock interest of two of his asso- 
ciates who were not in accord with his policies, and to provide that 
enterprise with working capital The Midvale Electric Company, Inc, 
had obligated itself for a total payment of $220408 to the wo Simms 
Manufacturing Corporation stockholders, of which $43,000 had been 
paid, $100000 included m current liabilities under the caption “Notes 
Pay able— Indmduals," would mature during the current year, and the 
balance of $77408, m the following year 

The Midvale Electric Company, Inc, had purchased the stock on the 
terms above and immediately resold two thirds (a controlling interest) 
to Mr Temple and the Simms Manufacturing Corporation for $220,000 
accepting notes of that amount in pay ment collateralized wnth the stock 
m question, plus the remainder of Mr Temple’s holdings, and further 
secured by an insurance policy' on his life amounting to $150,000 In 
return for this accommodation, the Simms Manufacturing Corporation 
had executed a contract to purchase and to use Midvale motors exclu- 
sively tor a period of ten years The Simms Manufactunng Corporation 
had been a rather important customer for several years and, at the time 
this transacnon was consummated, owed the Midvale Electric Company, 
Inc., $20,000, represented by notes Some repayments had been made on 
these V anous advances, the unpaid balance w as represented by the ‘ Simms 
& Temple notes” of $120,000, matunng in the current y'car and classified 
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as current by the auditors, and $87,500 under “Miscellaneous Notes Re- 
ceivable. The $100,810 of Simms Manufacturing Corporation notes 
receivable included in current assets were the result of additional working 
capital advances by Midvale Electric Company, Inc., $40,000 in the form 
of shipments of motors on credit and $60,810 in cash. 

Mr. Vail was surprised to find that no recent statement of the Simms 
Manufacturing Corporation was available, and Mr. Burke admitted that 
while his concern had an actual liability of $177,408 to the former Simms 
stockholders, repayment of the loans made to Mr. Temple and his com- 
pany was dependent on the latter’s future earnings, as its working capital 
position was not particularly strong. 

Trade accounts receivable amounting to $552,654 were “aged” in the 
audited report by date of billing as follows: 


30 days or less $316,203 

31 to 60 days 123,487 

61 to 90 days 56,191 

91 days and over 56,773 

Total $552,654 


According to Mr. Burke, bad debt losses had been nominal, and he 
defended the absence of a reserve for losses on accounts receivable on 
the ground that all accounts considered uncollectible had been charged 
off. He agreed, however, that conservative accounting procedure would 
demand a reserve for bad debts. 

Current Liabilities.— Kher he had acquainted himself with the particu- 
lars of “Notes Payable— Individuals” of $100,000, the item of $77,408 
representing “Notes— to Individuals” (due subsequent to one year), and 
the mortgage debt of $567,484, the banker inquired briefly into the 
remaining items included in the current liabilities. While the bank indebt- 
edness of $190,000 had been in effect for almost a year, the usual practice 
of liquidating bank bank loans annually had been followed. In fact, this 
was the occasion for the request of a line of credit from the Third Bank 
and Trust Company. Trade notes payable of $118,408 were explained as 
being due partly to the fact that buying on this basis from certain sources 
of supply enabled better adjustments on unsatisfactory merchandise or 
other claims (an explanation that Mr. Vail accepted with a grain of salt), 
and partly to inability to pay on regular terms. Miscellaneous accruals of 
$50,450 and Federal income taxes of $39,278 did not appear to be exces- 
sive. The investigation of the paying habits of the concern that would 
normally be related to consideration of the accounts payable had already 
been made. 
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The Decision 

A revised analysis of the current statement to give effect to the reclas- 
sification of the rcceuables (see column A>-Re\ised, Figure 73), ndh 
cated that the net working capital, instead of havnng increased, had 
declined from $463,538 to $282,210 during the year Moreoicr, the 
amount of the mongage debt that would be due withm one jear should, 
strictly speaking, also have been included in the current habilmcs, and 
this would have decreased the net workmg capital still further Cash and 
receivables actuallv current (sixt) days or less), totaled $509,280, rather 
than $877,248, a sum less than the amount of the current liabilities 

Mr Vai! felt that the diversion of over $300,000 of working capita! 
to the Simms Manufacturing Corporaaon situation was indefensible both 
because the inducement— a ten-year contract with a company with made 
quate working capital and a problematic future— was inadequate, and 
because of its adverse effect upon the current position of the Midvale 
Electnc Company, Inc Because of the unsatisfactory current ratio of 
145, a total debt exceeding tangible net worth, heavy approaching 
macuncies on account of the mortgage debt, and large bank borrowings 
at the season of the year when the corporation should normal!) have 
liquidated its bank debt, Mr Vail concluded that, m the event of unprofit 
able operanons, a frozen situation was inevitable He also felt that Mr 
Burkes desire to increase volume, which had been responsible for the 
Simms Manufacturing Corporation transaction, would make 11 necessat) 
for his banks to keep in close touch with his operations to prevent him 
from going off on a similar tangent later on The situation was not an 
attractive one 

After reviewing these matters, Mr Vail suggested to Mr Burke that 
he concentrate his effort on recouping his W’orking capital, and informed 
Wn tVitft, -uTiti "Aus 'ocen acomp^ished, the Third Rank and Tnist 
Compan) would be unable to entertain any request for a credit com- 
mitment 
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COLLATERAL BANK LOANS 


The practice of making loans only against security has had 
a long and honorable history. Down through the ages, nobles and royalty 
often could obtain loans only upon excellent security, and even then 
they were at times charged excessive rates of interest. The Italian finan- 
ciers, for example, exacted 120 per cent from such a questionable risk 
as Henry III of England and charged him 60 per cent more when he 
was not prompt in meeting his obligation. To protect themselves, these 
bankers took a lien upon the state income and then, to show their confi- 
dence in this extravagant, dissimulating monarch, set two merchants as 
guards to supervise his household accounts. 

Typical Business Loans Are Unsecured 

These illustrations are typical of concerns and institutions which bor- 
row on a collateral basis. However, the majority of business enterprises 
that borrow probably do so on an unsecured basis, possibly with the 
endorsement or guaranty of the principals. Most business concerns do 
not have collateral that they can conveniently or readily pledge. Their 
funds are tied up in inventories which are moving in day-to-day opera- 
tions and usually cannot be easily pledged for a commercial loan. Their 
funds are also tied up in current receivables representing recent sales. 

Many business enterprises and individuals today borrow from banking 
institutions on a secured basis— that is, by pledging collateral. In these 
cases the collateral generally consists of stocks and bonds; merchandise 
covered by warehouse receipts, trust receipts, or bills of lading; dis- 
counted notes receivable and assigned accounts receivable; chattel mort- 
gages; real estate; and cash surrender value of life insurance policies. 


331 
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After a discussion of the \anous tjpes of customer who borrou on j 
secured basis, this chapter will cover these classes of collateral wnth the 
exception of assigned accounts receivable The pracnce of borrowing on 
assigned accounts is treated in a separate chapter (XVII) because of the 
increased importance and the expanding volume of loans made m tha 
manner during recent j ears 

TYPES OF BORROWER ON SECURED BASIS 
Commercial and Industrial Business Enterprises 

The nature of some businesses is such that thej are normally expeacd 
to furnish collateral when requesting loans A concern, for example, 
bujs butter and eggs in the spring of the jear and places them in a cold 
storage warehouse, anncipaong their sale during the fall and winter The 
cold storage warehouse gives warehouse receipts to the butter and egg 
dealer for the merchandise that is stored The tj^pical concern then bor 
rows by pledging its warehouse receipts on a sausfactory margin at iB 
bank for a loan 

A particular concern ma) be entitled to receive an unsecured loan, 
based upon the record of the management and the showing of its com* 
parame financial satements The banker may reasonabl) maintain, how 
ever that so long as the business holds warehouse receipts they should 
be pledged at the bank as reasonable additional secunt) In addition, 
the banker ma) charge a slightl) low er rate of interest on the loan if the 
w archousc receipts are pledged, because of this secunty 

Certain business executives invest a portion of their surplus funds, 
either tcmporanl) or pcrmanentlj m securities, which the) regard as a 
desirable sccondar) reserve for possible emergenacs When short of 
fwwdiS, 1 b/osiTjess -ivViVi srocih assets prefer to contirrae tti VnAi li'it 
secunnes and to pledge them for a loan rather than to sell them. The 
bank ma) not require the pledge of securities but the management of 
the business ma) wish to pledge them m order to obtain a sUghtl) lower 
rate of interest 

Stock Brokers end investment Bonkers 

Stock brokers and investment bankers likewise general!) furnish col 
lateral w hen borrow ing This collateral ordmani) consists of listed stocks 
and bonds with a sustained market and new issues of secunnes being 
underwntten and distnbuted The stock broker borrows m order to 
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lend money to his customers for the purchase of securities. When a 
customer buys securities on margin, the broker furnishes the additional 
funds to complete the payment. The stock broker who borrows in large 
amounts and lends in relatively small ones to a number of individuals 
obtains at times a somewhat better interest rate from the bank for his 
loans than does the individual borrower. Some brokers also act as dealers 
and purchase for their own account securities which they later resell. 
To carry these securities temporarily, they borrow, using them as col- 
lateral, 

A common type of broker’s loan is the demand or call loan, in connec- 
tion with which the broker pledges listed securities. In 1929 the interest 
rate on these loans was as high as 20 per cent per annum; in 1946, by way 
of contrast, the average rate was down to 1.16 per cent per annum. 
Brokers also borrow on a time basis. Time loans are secured by collateral, 
run for a definite period at a definite rate of interest, and are not callable 
on demand. 

Investment bankers, who underwrite issues of securities, also borrow 
for short periods to carry such securities during the process of distribu- 
tion. As the securities pledged are sold, generally in a matter of a few 
days, the loan is ordinarily retired. When the commercial banker con- 
siders the request of the investment banker for a loan of this type, he 
must also make sure that the issuing corporation is in healthy financial 
shape and that the securities will normally find a ready market. He will 
likewise investigate the record and the financial standing of the invest- 
ment banking house to be certain that in the event the securities do not 
sell, the loan nevertheless will be paid. Otherwise, a sudden drop in the 
security market might leave the bank with a frozen loan. 

Institutions 

There are also educational, charitable, and church organizations that 
receive the major portion of their income and contributions during a 
particular period of the year. In the event that these organizations have 
endowments consisting of securities, they may pledge the securities at 
a bank during the seasonal period of low income and borrow until the 
time when their income normally is larger. Educational institutions, 
operating on income from tuition, sometimes borrow on collateral in 
July and August to cover running expenses through the summer. These 
loans are then repaid in September and October, when tuitions and fees 
are received. 
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Commercial Banks 

Commercial banks and trust companies also borrow occasionally fn 
other commercial banks, and member banks borrow from the Fcdc 
Reserve Banks, especially if they are temporarily in need of additio 
funds because of large local demands for loans. Such borrowing is i 
complished by rediscounting paper the banks hold, by pledging c 
lateral, by obtaining Federal Reserve funds on an unsecured basis ft 
another bank, or by selling securities under a repurchase agreement 
business enterprise may not be m a position to pledge its inventor}-, 
cause it is not easily available, but a bank always has bonds and notes t 
can be pledged easily. 

Finance and Small Loan Companies* 

For some years all of the larger companies as well as substantially 
the medium-sized companies in these fields have obtained their bank I 
rowings on a plain note basis, but some of the smaller finance compai 
continue to borrow on a collateral trust note basis or on the direct plci 
of their receivables. In some instances where a sizable company has ! 
lowed the practice of selling part of its receivables (on a non*recot 
basis), banks have asked the company to go on a collateral trust r 
basis, due particularly to implied w-arrantics in the sales. Under a collate 
trust note arrangement, the finance company deposits receivables v 
the necessar,’ margin with a trustee (usually a bank), subject to 
terms of an agreement under which the company issues its collat 
trust notes which are certified by the trustee. ^Vhere more than one b 
is involved in a credit, a colbteral trust note basis is to be preferred i 
direct pledge, for if borrowing arc spread among several banks, it asst 
each bank that there is no preference betsveen them as to the qualit) 
paper pledged. The sales finance companies, handling a varict}* of 
ceivables evidenced by the notes of the purchasers of automobiles, ho 
hold equipment, and other hard goods, generally purchase this papci 
a discount basis. Hence, in accepting collateral cither through a collai 
trust or on a direct pledge basis, it is desirable that a sufficient mirgtt 
required so that the advance made by the bank does not exceed the 
investment of the finance company in the paper. 

Further, it is good practice for the bank to require that the fin: 

‘ This section on finance and small loan companies was prepared by Ray H. .M* 
vice-president of The First Natiottal &nk of Cnicago. 
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company take out” at the first of the month all instalments of receivables 
maturing during that month and replace them with a new schedule of 
receivables. At the same time all paper having an instalment sixty days (or 
ninety days) delinquent should be withdrawn and replaced by current re- 
ceivables. During recent years there has been a trend toward diversification 
in finance company operations, so that many compani6s that formerly 
limited their activities to discounting retail instalment paper and making 
the related wholesale advances, now are actively engaged in the small 
loan or consumer finance business. In all loans where receivables are 
pledged as collateral to bank advances, it is of fundamental importance 
that the bank have complete dominion over its collateral. Although a 
trustee normally does not employ accountants to make periodic examina- 
tions, a bank holding a direct pledge, which is usually for a smaller 
company, is well advised to have an examination made several times a 
year to determine that the receivables pledged are being handled properly. 
If credits or adjustments are made to the amounts of the individual 
accounts, the approval of the bank should be obtained, or the receivables 
should be withdrawn and new receivables pledged. 

Small loan companies generally collect interest monthly on their ad- 
vances, this being a provision of the small loan acts of most states. In 
recent years precomputation of charges has been permitted in some 
states. Due to the fact that their borrowings have not been as high as dis- 
count companies in relation to their net worth, plus the legal as well as 
physical problems involved in handling the small average note, these 
companies have generally obtained their requirements on a plain note 
basis. The amount of their average note is considerably smaller than that 
of most discount companies, so that the work entailed in properly han- 
dling this type of collateral is comparatively expensive. The same general 
procedure should be followed as is set forth above for companies han- 
dling retail instalment paper. 

Commercial finance companies rarely borrow on either a collateral 
trust or a direct pledge basis. Their receivables— particularly factored ac- 
counts or pledged accounts receivable— turn over so rapidly that a great 
amount of work would be involved in properly operating a pledge agree- 
ment. 

Individuals 

Although there are some exceptions to the rule, loans to individuals are 
usually secured. W^hen a businessman presents the financial statement of 
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his business to obtain an unsecured loan, the banker examines with pr 
ticular care the record of the business and its working capital posincn. 
m order to determine the abihtj of the business to repa\ the loan. He 
considers espcaall) such assets as accounts recenable and in\entor\ An 
indiv idual w ho borrow s persoiully has no such current assets w hich na\ 
be liquidated to discharge his obligations He ma) possess marketable sc 
curities which he mav pledge for a loan and which the banker nia\ seL 
in the event of necesstU to discharge the loan If the individual docs no: 
possess marketable collateral or chattels the banker must then look fo' 
pavmcnt sole!) out of the individuals income or out of the sale of pos- 
sible fixed assets such as a home or a farm 

However, the careful banker does not wish to be placed m a posioon 
where he must sell real estate to satisf) the personal loan Even where the 
real estate carries no mortgage, there is the necessity of obtaining legal 
possession of the propert) and of finding a satisfactory buyer, and such 
situations are more likcK to come about in a depression than m a penod 
of prosperity 

Manv bankers make small loans to individuals solely upon the good 
character of the borrower but guaranteed bv one or two responsiVe 
friends of the borrower and repayable in monthly instalments Substan 
tial loans however, to individuals on this basis arc as a rule fundamcn 
tallv unsound Prolonged sickness disability, or death might make a per 
sonal loan of this kind absolutely worthless Even when hfe insurance B 
carried as a protection for the banker the premiums on the insurance 
must be paid regulatK \\''hen a business borrows on an unsecured basis, 
the banl cr looks to both the earning power and the assets for assurance 
that the loan wall be repaid When an mdmdual seeks to borrow on an 
unsecured basis serious consideration must be given to an unpredictable 
loss of his earning povv cr Conscqucmly , it is normally necessary to ob- 
tain a pledge of collateral for a loan to an individual In fact, if a prospec 
tne individual borrower possesses marketable collateral, there usuallv is 
no good reason w hv he should not pledge it to protect any loan he might 
obtain at his bank 

A widely quoted maxim in the banking profession is that all loms 
above a nominal amount—for example S500— should be made on the baas 
of a financial statement or the pledge of collateral The exact amount 
whether $500 or some other nominal figure, would depend upon the size 
of the banking institution Chapter X\nil presents some exceptions to 
these general practices 
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STOCKS AND BONDS AS COLLATERAL® 


Listed Securities 

Stocks and bonds constitute the collateral most frequently used to se- 
cure bank loans. Such securities may be divided roughly into two groups: 
listed and unlisted. Simply stated, a listed security is any security that is 
bought and sold on one or more of the stock exchanges; whereas an un- 
listed security is not bought and sold on any stock exchange, but is dealt 
in privately between buyers and sellers. There are securities, however, 
that are dealt in on exchanges that have not formally been listed at the 
request of the issuing corporation. These are traded in on an exchange at 
the request of the exchange or of a member of it. These securities are 
sometimes referred to as unlisted, but for our purpose we shall consider 
any security bought and sold on an exchange as listed.® 

Purchases and sales of securities on national securities exchanges^ are 
limited to those issues that are registered with the exchange and with the 
Securities and Exchange Commission. This restriction does not apply to 
Federal government, state, and municipal securities which are legally 
exempt under the law. A corporation desiring to list its securities on the 
New York Stock Exchange must conform initially to the extensive list- 
ing requirements of the exchange, submittmg, among other information, 
consolidated earnings’ statements for the past ten years and balance 
sheets for two years with certificate or opinion of independent auditors. 
Detailed information must also be given on the history of the corpora- 
tion, the business in which it is engaged, the properties owned or leased, 
affiliated companies, the management, capitalization, funded debt, stock 
provisions, labor and stockholder relations, dividend records, options, 
warrants, conversion rights, and any litigation. 

® This statement on collateral loans was prepared by Robert B. Johnston, vice- 
president of The First National Bank of Chicago. 

® An illustration of a proposed loan which was to be secured by unlisted stock as 
collateral will be found on page 351. 

^ A national securities exchange is any exchange registered with the Securities and 
Exchange Commission under the terms and conditions provided in Section 6 of the 
Securities Exchange Act of 1934. The following thirteen exchanges were registered 
as of December 31, 1959: American Stock Exchange, Boston Stock Exchange, Chicago 
Board of Trade, Cincinnati Stock Exchange, Detroit Stock Exchange, iMidwest 
Exchange, New York Stock Exchange, Pacific Coast Stock Exchange, Philadelphia- 
Baltimore Stock Exchange, Pittsburgh Stock Exchange, Salt Lake Stock Eyhange, 
San Francisco Mining Exchange, and Spokane Stock Exchange. The following four 
exchanges are exempted as of December 31, 1959: Colorado Stock Exchange, Hono- 
lulu Stock Exchange, Richmond Stock Exchange, and Wheeling Stock Exchange. 
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Listing a $ccunt\ on an exchange adds marketabilitj As a rule, a 
listed secuntj is better collateral for a bank loan than one that is not 
listed. A secont} exchange prov ides a market w here buj ers and sellers of 
the jjarticular listed stocks and bonds mav deal in them The market for 
some secunucs on an exchange is more active than that for others The 
spread bcrwccn the bid and asked prices of these actne securities is less 
than that for inactive sccunties. Funhermorc, there is a greater public 
interest in well-known securities, such as the common stocks of the 
United States Steel and General Motors corporations, than m less w ell 
known issues Therefore, larger blocks of secunoes in corporations w idclj 
known mas be sold with little or no disturbance of the market. Natu 
rall\, actiic securities arc most desirable for collateral purposes, since 
their 1 alues are more easil) determinable 

Someames, e\en when a stock is listed, there maj be relatively little 
interest m it, and its market may be less active than for an unlisted stock 
of a well known corporation The spread between the bid and asked 
prices on some listed stocks, if they are mactjve, may be five points or 
more. If the spread is consistently large and the market inactive, the 
banker should bear these facts m mind m connection with the possible 
sale of the collateral Under these circumstances he might find it difficult 
to liquidate the stock without a substanoal reduction m pnee 

The banker may quickly determine the market value of listed sc- 
cuntics by the daily quotations in the leading new spapers On December 
31, 1959, 1,507 stock issues aggregating 5,847,000 shares with a total 
market value of 5307,708,000,000 were listed on the New York Stock 
Exchange ® 

Listing is more important to maintam a ready market for an issue of 
stocks than for an issue of bonds, since bonds arc largely' dealt in pri- 
vately There were 1,180 issues of bonds listed on the New York Stock 
Exchange on December 31, 1959* Their par value as of December 31, 
1959, was Si 20 508 000000 and their total market value $105422,000,000 

The bonds that are dealt in on the two largest exchanges, the New 
^ ork Stock Exchange and the American Stock Exchange, represent but 
a small fraaion of the total bonds bought and sold m the financial dis- 
trict of New York Gty , w hercas the sto^ bought and sold on these tw o 
exchanges represent a substantia! proportion of total stock transactions 
In fact, many of the listed bonds arc continually being bought and sold 
over the counter, a less common process m the case of listed stocks 

• From New York Stock Exchinee Fact Book tgfo 
*Ibtd 
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Unlisted Securities 

There are many more issues of unlisted than listed securities, although 
the total value of the listed exceeds that of the unlisted. Among the un- 
listed securities are such issues as bank, trust company, and insurance 
company stocks; state and municipal issues; and the great majority of 
industrial stocks and bonds. 

The market for unlisted securities is established by security dealers in 
so-called “over-the-counter” trading. Much of the business is conducted 
by telephone. Many dealers specialize in handling certain classes of se- 
curities, such as bank stocks, municipals, or insurance company stocks. 
As a result of the specialization of these dealers, many unlisted securities 
have a more active market than the listed securities of smaller, less well- 
known corporations. 

There are also unlisted securities of small, local corporations which 
have practically no market. These issues ordinarily do not make satisfac- 
tory collateral for a loan. Sometimes the only interested purchasers of 
the collateral are the officers of the corporation, and in many such cases 
a substantial reduction in the price of the collateral must be granted to 
effect a sale. 

Requirements for Making Loans Secured by Stocks and Bonds 

There are five primary requirements to be considered in making loans 
secured by stocks and bonds: marketability, margin, length of the loan, 
purpose of the loan, and relationship to the income of the borrower. 

Marketability .—The first requirement is that of marketability. A listed 
security generally tends to be more marketable. If possible, then, a 
banker should generally obtain as collateral not only listed securities but 
also those in which trading is active. Furthermore, whenever possible, 
the securities should represent well-established corporations, ably man- 
aged, and with a steady record of earnings. The information available in 
the services of Standard & Poor’s Corporation, Inc., and Moody’s In- 
vestors Service, Inc., described in Chapter V, is helpful in evaluating 
the desirability of both stocks and bonds as collateral. 

Adequate Margin.-The second requirement is an adequate margin. 
Loans of this type are extended with the understanding that a stipulated 
margin of collateral value in excess of the loan will be maintained. TVhile 
the existence of a safe margin of security and the marketability of the 
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collateral arc paramount considerations, the fact that these requirements 
ma) be fulfilled docs not relies e the loan officer of the neccssit)' of estab- 
lishing the abilitj of the borrower to furnish addiuonal collateral to pro- 
tca the loan in the e\cnt of a sustained decline in the market, and to 
repa^ it, preferably without resoning to the sale of the collateral The 
ability to liquidate the indebtedness out of income or from some other 
definite source is obvioush paracularly' important if the collateral con- 
sists entirely or to a considerable extent of a stock that docs not enjoy a 
listed or acos c unlisted market In such a case a market may be established 
by a pre-arranged agreement on the part of the corporation whose stock 
IS pledged, or with an individual of means, such as an official of the issuing 
corporation, to purchase the collateral on demand at a stipulated pnee or 
to buy' the borrow cr's note if the bank requests it 

Length of Loan —The third requirement is concerned with the length 
of time the bank may be expected to carry the loan If the borrower wants 
the loan for much over a year, the banker may be somewhat hesitant to 
make it Sometimes collateral loans are made to individuals for a period 
longer than one year, but in such cases a definite program of gradual 
liquidation is arranged at the time the loan is granted Ordinarily, liquida- 
tion of a personal collateral loan is expected within a year The note will 
be made for ninety days, for example, and the loan will be renewed at the 
end of each ninety days up to a year, assuming that the collateral pledged 
and the margin continue satisfactory Partial payments may be made 
periodically so that the principal is gradually reduced 

PtiTpose of Lojtt— The fourth considcranon is the purpose for which 
the loan is made If the proceeds of the loan are to be used by the bor- 
rower to engage in some speculauvc venture or are to be lent by him 
to assist some other individual to pay an old debt, the banker may be re- 
luctant to advance funds without poinung out to the borrower the 
responsibility he is undertaking 

Relationship to Income —The fifth consideration, when a loan is being 
made to an individual against secunoes, is that the amount of the loan, as 
a rule, should bear a reasonable relationship to the borrower’s income, 
entirely aside from the margin and marketability' of the collateral A de- 
pression period emphasizes this requirement If a borrower with a $5,000 
annual salary obtains a $25,000 loan against collateral of $50,000, the loan 
may appear to be perfectly safe At 6 per cent, the mterest would amount 
to $1,500 annually' The dividends from the collateral may easily pay the 
interest However, if there is a severe decline m business and the divi- 
dends arc not paid, the borrow cr may be faced with an impossible finan- 
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cial load. He will have to meet not only the $1,500 annual interest charge 
but also some payment on the principal-all out of an income of $5,000 
a year. If his own income declines, the situation may become essentially 
hopeless. 

With a recession of business and the passing of dividends, the value of 
the stock may decline materially. The banker then will have an under- 
margined loan on which the borrower may not even be able to pay his 
interest. Hence a collateral loan is a better loan if it bears a normal rela- 
tionship to the borrower’s normal income. There is then a reasonable pos- 
sibility of discharging the loan in the event of a business recession. 

Margin Regulations 

Bank loans made for the purpose of purchasing or carrying any stock 
registered on a national securities exchange are subject to regulations of 
the Board of Governors of the Federal Reserve System.'^ Any such loan 
must not exceed the maximum loan value of the collateral, which for 
stocks at the present time® is 30 per cent of the current market value of 
the stock pledged as collateral. The maximum loan value of the other 
collateral may be any value assigned in good faith by the bank. To il- 
lustrate, if a borrower wants to obtain a loan for the purpose of pur- 
chasing or carrying a listed stock, and pledges stock (listed and/or un- 
listed) whose current market value is $10,000, the maximum loan that 
may be made is $3,000. 

Under the present regulations, if a borrower wants to obtain a loan 
for the purpose of purchasing or carrying a listed stock, and pledges 
both stocks (listed or unlisted), whose current market value is $10,000, 
and bonds, whose current market value is also $10,000, the maximum loan 
value of such stock is again $3,000. As indicated above, the banker may 
lend whatever he desires (in good faith) against the other collateral. If 
the bonds are very good, the banker may lend 90 per cent against them. 
Consequently, he may, in this illustration, lend $3,000 on the stock and 
$9,000 on the bonds, or a total of $12,000 on the $20,000 current market 
value of the collateral. 

The following paragraphs from Regulation U, as amended to July 28, 
i960, explain some of its principal provisions. Students of the subject of 
collateral loans should be thoroughly familiar with this Regulation and 
the Supplement. 

'' Regulation U of the Board of Governors of the Federal Reserve System, with the 
ent. 

28, i960. 


Supplem 

^July 
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SECTION sii i-GFN'ERAL RULE 

(a) Vo banV shall male an\ loan secured directlv or mdirectl\ b> anv stocL 
for the purpose of purchasing or carr) ing an\ stock registered on a national 
securities exchanffc (and no bank shall make ans loan described in Section 
lit 5 (q) regardless of w hethcr or not such loan is secured bs anv stock) in an 
amount exceeding the maximum loan value of the collateral, as prescribed from 
time to tme for stocks in Seajon aai^ (the Supplement to Regulation U) and 
as determined bv the bank m good faith for anv collateral other than stocks. 

(b) For the purpose of this part, the entire indebtedness of an) borrovvxr to 
an) bank meurred at anv time for the purpose of purchasing or carry ing stocks 
registered on a national seconties er^angc shall be considered a single loan, 
and all the collateral securing such indebtedness shall be considered in determm 
ing vihether or not the loan complies with this part. 

(c) ^^^u3e a bank maintains anv such loan, whenever made, the bank shall not 
at any time permit any withdrawal or substitution of collateral unless either 
(i) the loan would not exceed the maximum loan value of the collateral after 
such withdrawal or substminon, or (z) the loan is reduced by at least the 
amount by which the maximum loan value of any collateral deposited is less 
than the “retention rtquitement” of any collateral withdrawn TTve “retention 
requirement” of nonstock collateral is the same as its maximum loan value, and 
the “retention requir»tnent" of stock collateral is prescribed from umc to lime 
in Section aai^ Supplement to Regulation U) If the maximum loan value 
of the collateral securing the loan has become less than the amount of the loan, 
the amount of the loan may nevenheless be increased if there is provided addi* 
tional collateral having maximum loan value at least equal to the amount of the 
mcrease 

SECTION :ai :-CXCEPTIONS TO GENERAL RULE 
Notwithstanding the provisions of Section aai t, a bank may make and may 
maintain anv loan for the purpose specified in Section 221 1, without regard to 
the limitations prescribed therein, if the loan comes w ithin any of the follow - 
mg descriptions 

(a) Any loan to a bank or to a foreign banking instmition, 

<b) Any loan made prior to July 16 1945. to any person whose total indebted- 
ness to the bank at the date of and mcludmgsuch loan does not exceed $1,000, 

(c) Any loan to 9 dealer, or to two or more dealers, to aid in the financing of 
the distribution ol securities to customers not through the medium of a national 
securities exchange, 

(d) Any loan to a broker or dealer that is made m exceptional circumstances 
in good faith to meet his emergenev needs, 

(c) Any loan to a broker or dealer secured by any secunties which, accordmg 
to w ritrcn notice receiv cd by the bank from the broker or dealer pursuant to a 
rule of the Securities and Exchange Commission concerning the hypothecation 
of customers* securities (Rule X 8C-1 or Rule X-i5Ci-t), are scctinties carried 
for the account of one or more customers prov ided the bank accepts m good 
faith from the broker or dealer a signed sutement to the effect that he is subject 
to the provisions of Part aao of th s chapter (Regulation T) (or that he does 
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not extend or maintain credit to or for customers except in accordance there- 
with as if he were subject thereto); 

(f) Any temporary advance to finance the purchase or sale of securities for 
prompt delivery which is to be repaid in the ordinary course of business upon 
completion of the transaction; 

(g) Any loan against securities in transit, or surrendered for transfer, which is 
payable in the ordinary course of business upon arrival of the securities or upon 
completion of the transfer; 

(h) Any loan which is to be repaid on the calendar day on which it is made; 

(i) Any loan made outside the 50 States of the United Stares and the District 
of Columbia; 

(] ) Any loan to a member of a national securities exchange for the purpose of 
financing his or his customers’ bona fide arbitrage transactions in securities; 

(k) Any loan to a member of a national securities exchange for the purpose of 
financing such member’s transactions as an odd-lot dealer in securities with 
respect to which he is registered on such national securities exchange as an 
odd-lot dealer. 

SECTION 221.3-A'IISCELLANEOUS PROVISIONS 

(a) In determining whether or not a loan is for the purpose specified in Sec- 
tion 221. 1 or for any of the purposes specified in Section 221.2, a bank may rely 
upon a statement with respect thereto only if such statement ( i ) is signed by 
the borrower; (2) is accepted in good faith and signed by an officer of the bank 
as having been so accepted,® and (3) if it merely states what is not the purpose 
of the loan, is supported by a memorandum or notation of the lending officer 
describing the purpose of the loan. To accept the statement in good faith, the 
ofiicer must be alert to the circumstances surrounding the loan and the bor- 
rower and must have no information which would put a prudent man upon 
inquiry and if investigated with reasonable diligence would lead to the discov- 
ery of the falsity of the statement. 

(b) ( i) No loan, however it may be secured, need be treated as a loan for the 
purpose of “carrying” a stock registered on a national securities exchange unless 
the loan is as described in section 221.3, (t>) (2) or tiie purpose of the loan is 
to enable the borrower to reduce or retire indebtedness which was originally 
incurred to purchase such a stock, or, if he be a broker or a dealer, to carry 
such stocks for customers. 

(c) In determining whether or not a security is a “stock registered on a national 
securities exchange” or a “redeemable security” described in paragraph (b) (2) 
of this section, a bank may rely upon any reasonably current record of such 

® A statement similar to the following and addressed to the bank may be obtained 
by the banker; “I hereby certify that the puipose of the loan made by you to the 

the undersigned, evidenced by the undersigned s note for S , dated — ^ 

and payable to the order of your Bank, is not to purchase or carry stock registered 
on a National Securities Exchange within the meaning of Regulation U of the 
Board of Governors of the Federal Reserve System, or to reduce or retire in- 
debtedness originally incurred to purchase such a stock. The purpose of the loan is 

(signed by borrower) (At bottom of statement: The 

above statement is accepted in good faith^ (signature of lending ofiicer) . 
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scxninfirt ihjt B published or specified jn a publication of the Board of Gos. 
emors of the Federal Rrscrxc S\stctn 

(d) I-xcepr as provided in paraeraph (r) of this seaion the renewal or citen 
Sion of marurit) of a loan need not l»c treated as the maVinj* of a loan if the 
amount of the Joan is not increased except bs the addition of interest or scrv ice 
charges on the Joan or of taxes on transactions m connection with the Joan 
(c) A banL ma\ accept the transfer of a loan from another banl, or permit the 
traasfer of a Joan between borrowers without following the retjuircments of 
th« part as to the tnahintj of a loan pfostded the loan is not mctcascd and the 
colJareral for the loan is not changed, and after such transfer, a bank mas 
permit such withdrawals and substitutions of collateral as the banV might base 
permitted if it had been the original maLer of the loan or had originally made 
the loan to the new borrow cr 

(f) A loan need not be treated as collateralicd b) securities which arc held bj 
the bank onh m the capacin of custodian depositary or trustee, or under 
similar circumstances if the bank in good faith has not relied upon such 
securities as collateral m tlic makmij or maintenance of the particular loan 

(g) Nothing m this part shall be construed to prevent a bank from permitting 
withdrawals or substitutions of securities to enable a borrower to parttapate in 
a reorganization 

(h) No mistake made in good faith in connection with the making or mam 
tcnancc of a Joan shall be deemed to be a violation of this part 

(0 Nothing m this pan shall be construed as preventing a bank from taking 
such action as ir shall deem necessary m good faith for its own protection 
{|) rvery bank and ciery person encaged m the business of extending credit 
who in the ordmaty course of business extends credit for the purpose of pur* 
chasing or carrying securities registered on a national securities exchange shall 
make such reports as the Board of Governors of the Federal Reserve Sjstem 
rnav require to enable it to perform the functions conferred upon it by the 
Securities Elxchance Act of 19J4 (48 Stat 881 ty USC. Chapter aB) 

(k) Terms used in this part have the meanings assigned to them m a ponion 
of section }(a) of the Securities Exchange Act of 1934 (48 Stat 882, ij U5C 
-8c(a)) except that the term bank does not include a bank which is a mem 
ber of a national securities exchange 

(l) The term stock includes any security commonly know n as a stock any 
voting mist certificate or other instrument representing such a security and 
anv warrant or right to subscribe to or purchase such a security 

(m) Indebtedness subject to Section 221 i is indebtedness which is secured 
directly or indirectly by anv stock (or made to a person described in paragraph 
(q) of this section), is for the purpose of purchasing or carrying any stock 
registered on a national securities exchange, and is not excepted by Section 
221 2 

(n) (1) TTie bank shall identify all the collateral used to meet the collateral 
requirements of Section 221 1 (entire indebtedness being considered a single 
loan and collateral being similarly considered as required by Section 221 1) 
and shall not cancel the identification of any portion thereof except in circum- 
stances that would permit the withdrawal of that portion Such identification 
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may be made by any reasonable method, and in the case of indebtedness out- 
standing at the opening of business on June 15, 1959 need not be made until 
immediately before some change in that or other indebtedness of the borrower 
or in collateral therefor. 

(2) Only the collateral required to be so identified shall have loan value for 
purposes of Section 221. i or be subject to the restrictions therein specified with 
respect to withdrawals and substitutions; and 

(3) 3ny indebtedness of the same borrower that is not subject to Section 
221. 1 (other than a loan described in Section 221.2 (d), (f), (g) or (h)), the 
bank shall in good faith require as much collateral not so identified as the bank 
would require (if any) if it held neither the indebtedness subject to Section 
22 1. 1 nor the identified collateral. This shall not be construed, however, to 
require the bank, after it has made any loan, to obtain any collateral therefor 
because of any deficiency in collateral already existing at the opening of busi- 
ness on June 15, 1959, or any decline in the value or quality of the collateral or 
in the credit rating of the borrower. It also does not require a bank to waive 
or forego any lien. In addition, it shall not apply to a loan to enable the bor- 
rower to meet emergency expenses not reasonably foreseeable, provided the 
loan is supported by a statement of the borrower describing the circumstances, 
accepted in good faith and signed by an officer of the bank as having been 
so accepted. 

(o) In the case of a loan to a member of a national securities exchange who is 
registered and acts as a specialist in securities on the exchange for the purpose 
of financing such member’s transactions as a specialist in such securities, the 
maximum loan value of any stock shall be as determined by the bank in good 
faith provided that the specialist’s exchange, in addition to other requirements 
applicable to specialists, is designated by the Board of Governors of the Federal 
Reserve System as requiring reports suitable for supplying current information 
regarding specialists’ use of credit pursuant to this section. 

(p) A loan need not comply with the other requirements of this part if it is 
to enable the borrower to acquire a stock by exercising a right to acquire such 
stock which is evidenced by a warrant or certificate issued to stockholders and 
expiring within 90 days of issuance; PROVIDED, That ( i ) each such acquisi- 
tion under this paragraph shall be treated separately, and the loan when made 
shall not exceed 75 per cent of the current market value of the stock so acquired 
as determined by any reasonable method, (2) while the borrower has any loan 
outstanding at the bank under this paragraph no withdrawal or substitution of 
stock used to make such loan shall be permissible, except that when the loan 
has become equal to or less than the maximum loan value of the stock as 
prescribed for Section 221.1 in Section 221.4 the stock and indebtedness may 
thereafter be treated as subject to Section 221. i instead of this paragraph, and 
(3) no loan shall be made under this paragraph at any time when the borrower 
has any such loan at the bank which has been outstanding more than 9 months 
without becoming eligible to be treated as subject to Section 221. i. In order 
to facilitate the exercise of a right under this paragraph, a bank may permit the 
right to be withdrawn from a loan subject to Section 221.1 without regard to 
any other requirement of this part. 
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(q) An\ loan to a person not subject to this part (Regulation U) or to Part 
320 (Regulation T) engaged princrpalH, or as one of the persons important 
actirities, in the business of maling loans for the purpose of purchasing or 
carT}jng stocks registered on a national securities exchange, is a loan for the 
purpose of purchasing or carr) mg stocks so registered unless the loan and its 
purposes arc eflcctivcl) and unmistakably separated and disassociated from any 
financing or refinancing, for the borrow cr or others, of an% purchasing or 
cafT> ing of stocks so registered An> loan to anj such borrow cr, unless the 
loan is so separated and disassociated or is eiceptcd b\ Section aat a, is a loan 
“subject to Section an i” regardless of whether or not the loan is secured b) 
an> rock, and no bank shall make anj such loan subject to Section aai i to 
an) sucli borrower on or after June 15, 1959 without collateral or without the 
loan being secured as would be rctjuired bj this Part 221 if it were secured bj 
an> stock An> such loan subject to Section aai i to an) such borrower, 
whether or not made after June 15, 1959, shall be subject to the other provi- 
sions of this Part aai applicable to loans subject to Section 221 i, including pro- 
visions regarding withdrawal and substitution of collateral 

(r) If, on or after June 15, 19J9, a loan « made for the purpose of purchasing 
or cart) mg a sccufit) other than a stock registered on a national securities 
exchange and the loan is secured b) the secunt), but subsequent!) there is sub- 
stituted as direct or indirect collateral for the loan a stock so registered which 
IS acquired by the borrower through the conversion or exchange of the securit) 
pursuant to its terms, the loan shall thereupon be deemed to be for the pur< 
pose of purchasing or carrying a stock so registered In any such case, the 
amount of the outstanding loan, or such amount plus an) increase therein to 
enable the borrower to acquire the stock so registered, shall not be permitted 
on the date such stock is substituted as collateral to exceed the maximum loan 
value of the collateral for the loan on such date, and thereafter such mdebced- 
ness shall be treated as subject to Seaion 211 1, provided, however, that any 
reduction m the loan or deposit of collateral required on chat date to meet this 
requirement ma) be brought about within 30 da> s of such substitution 

Regulation U does not restrict the tight of bankers to extend credit 
whether on securities or otherwise for any commercial, agnculrural, or 
industrial purpose or anj other purpose, except to purchase or to carry 
"stock registered on a national securities exchange” or a “redeemable se- 
cunt)'” For a "non-purpose” loan, the bank may lend on an) collateral 
and use its own judgment as to the margin required 

On the better-known, actively traded m listed stocks, banks generally 
require a margin of 20 to 30 per cent when the loan docs not come under 
the rcgulaaon of the Board of Governors of the Federal Reserve S)srcm 
A hank may lend as high as 93 per cent on high-grade bonds, such as the 

'“Sr^entJ of this subject will find it cwentul to have an undentanding of Regu- 
i««m T of ihe Boird of Govemon of the Federal Reserve System, which relites 
to the extension and maintenance of credit b) brokers, dealers, and members of 
national secunues exchanges 
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best municipal bonds, but as a general practice the loan value of most 
high-grade listed bonds is about 90 per cent of the market price. Loans 
against Government treasury notes and bonds may be made up to 95 
per cent and in some cases to a slightly higher percentage of the market 
value. 

Margin requirements vary in different sections of the country, at dif- 
ferent times, and for different types of borrowers. If the prices of se- 
curities have experienced a marked advance, the banker may increase his 
margin requirements and may establish arbitrary loan values for stocks 
that to him seem overpriced. If the borrower has additional collateral 
which he can pledge in the event of a severe market decline, the banker 
may lend somewhat more than he would if the borrower had no addi- 
tional means to protect his loan. In case the pledged securities are those 
of a small local enterprise, the banker may require more than the cus- 
tomary margin, because of the limited marketability of the collateral. 
Each unlisted security is considered on its own merits, and such factors 
as the ability of the management, the financial condition of the corpora- 
tion, and the record of earnings are carefully weighed. 

Practical Procedure in Making the Loan 

As a necessary first step toward making a loan secured by stocks or 
bonds, the banker must be certain that the securities offered are assign- 
able. To illustrate. United States Savings Bonds^^ may not be transferred 
or assigned by the persons to whom they are issued. The banker must also 
determine whether the borrower owns the collateral and has the right to 
pledge it. A stock certificate may be in “street name”— that is, in the 
name of a broker through whom the stock was purchased or of some 
other broker. The certificate should be endorsed in blank on the reverse 
side, and the signatures of the endorsers guaranteed by a bank or stock 
exchange member. As a rule, the banker will ask that stock in street 
name be placed in the name of the borrower, unless the borrower is a 
broker or a dealer in securities. In the latter case, for convenience and 
facility in handling, the stock certificates may be left in the street name. 

A bond may be made out to the bearer or may be registered. No spe- 
cial procedure is required with bearer bonds, other than to be certain 
that the bearer is the legal owner. This fact is ordinarily established by 
the word of the bearer and the fact that he is known to the banker 
through his relationship as a depositor of the bank. 

Series E, F, G, H, and K. 
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\\“hcn stocks and registered bonds arc presented as colhreral, a stock 
pKJwer O’" a bond power must be obtained for each s'oek cemficate O’- 
each l)ond assigned bs the individual in whose name the stock or bond 
stands. Such powers arc actuallv powers of attorrev, which auihonze 
the bank to transfer the secuntics should some situation ansc mabng 
th*s desirable or neccssarv Bv obtaining powers, the bank does no* need 
to have the stock certificates endorsed or the registered bonds trans- 
ferred to bearer (Figures 77 and 78) 


Ficure 77 S’oek Power Signed b\ Ovvner and Given to Bank 
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There arc occasions when a borrower presents collateral belonging to 
some other indivndual In such a case the legal owner of the sccuntj exe- 
cutes a form kmow-n as a Consent to pledge (Figure 79) After this form 
IS executed, the borrower has esscntiallv the same rights and powers 
m relation to the pledging of the sccunt) as the legal owner Stock 
powTfs and bond powers ma) also be required m connection with such 
loans. 

Ant corporation that borrows, on either a secured or an unsecured 
basis, must present a resolution (Figures 80 \ and 80B) of its board of di- 
rectors mdicanng which ofTicers have been authorized to borrow for the 
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corporation and to pledge its assets if the loans are secured. Loans to 
executors, trustees, guardians, and receivers are made only after the 
banker has been given evidence of the legal authority of the borrower to 
act in that respect and to pledge collateral if the loans are to be secured. 


Figure 78 Bond Power Signed by Owner and Given to 

Bank 


TtU 

3inr Balur iSfrtttteil. 1 , (we) hereby sell, assign and transfer unto 


Bonds of ^1,000 each, Nos—— 

Bonds of $ each. Nos.. — 

Bonds of $ each, Nos. 

of the 

now re^ftered in name(s) 

on the books of the 

and do hereby irrevocably constitute and appoint 

— ■ — - - - - attorney to transfer the said bonds 

on the books of the Registrar with full power of substitution in the premises and for that purpose 
said attorney Is hereby fully empowered to make and execute all necessary acu of asngnment 
and transfer. 

Dated. 

IN PRESENCE OF 


Typical Requests for Loans on Securities 

An examination of three typical requests for collateral loans may be 
helpful in analyzing the practical aspects of such loans. 

Illustration /.—John A. Drake, a depositor of the Third National Bank 
of New Orleans, called on Mr. Taylor, vice-president, and requested a 
loan of $10,000 to meet his income tax payment, a mortgage prepayment, 
and certain other personal expenses. He offered as collateral diversified 
stocks, all actively traded on the New York Stock Exchange, and in- 
formed Mr. Taylor that he would expect to reduce the loan out of income 
at the end of ninety days and liquidate it in full possibly in six and surely 
in nine months. Mr. Taylor was aware that Mr. Drake drew a salary in 
the neighborhood of $30,000 annually from the corporation of which he 
was treasurer. Mr. Drake also informed him that he owned listed se- 
curities with a current market value of around $50,000, with which he 
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could protca ihc loan m the event of a decline in the marlicc His per- 
sona! checking account averaged in the neighborhood of $3 000 
The proposed loan obvious!) met all of the requirements as to ade- 
quaev and nurkctabilitj of collateral and as to abihtj to bquidatc within 
a rcasorublc period without resorting 10 the sale of the collateral In ad- 


Figurc 79 Consent to-PIedgc Form Executed by Owner 
of Securities 



dition, the borrower carried 2 satisfactor) balance Mr Tajlor, there- 
fore, readiiv acceded to Mr Drakes request and discounted his nmet)- 
daj collateral note (Figure 81) secured b) stocks with a market value 
of Sifiooo, with an understanding that, if the market value of the col- 
lateral should fall below 120 per cent of the amount of the loan, addi- 
tional scCTinncs would be deposited or the loan would be sufficient!) 
reduced to cover the deficienc) 

For those who would like to examine additional forms of secured 
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notes, Figure 82 shows a form of time or demand secured note and Figure 
83 is an example of a time secured note used when a bank lends to a 
broker on customers’ securities. 


Figure 80A Resolution of Board of Directors Authorizing Certain 
Officials to Sign Checks, Drafts, and Orders in behalf of the Corporation 
and to Pledge Collateral {front) 

I, the undersigned. Do Hereby Certify, that the foUowing is a complete, true and correct copy of 
certain resolutions of the Board of Directors of 

(Nuf d cergaw tj f h hfi) 

a corporation duly organized and existing under the laws of the State of 

Sum *^01 

which resolutions were duly adopted at a duly called meeting of the said Board, held on , 

19 1 * q^uorum being present, and are set forth in the minutes of the said meeting; that”f ^ 5 ie 

keeper of the corporate seal and of the minutes and records of this Corporation; and that the said 
resolutions have not been rescinded or modified: 


Be It Resolved, that THE FIRST NATIONAL BANK OF CHICAGO (herein, 
after sometimes referred to as the "Bank”) be and hereby is designated a depositar)- 
in which the funds of this Corporation may be deposited by its officers, agents, and 
employes, and that such officers, ^ents, and employes shall be and each of them hereby 
!„ is authorized to indorse for deposit or negotiation any and all checks, drafts, notes, bUls 
tndmtemmt of exchange, and orders for the payment of money, either belonging to or coming into 
possession of this Corporation. Indorsements for deposit may be by the written or 
stamped indorsement of this Corporation without designation of the person making 
the indorsement; 


Be It Further R/sohed, that the: 

Aulhoriztd 

rlfnatura ■ — . . ■ — , 

on cliecLj 


(Tidei of offieerf ind/or other penotu luthwiied to ojn chedu^c g t Preadtat, Treawrer, etc.; ilio, pleue indicate ia what 
mtnner the •haT(~D*med oSictn ut to rgn— twt^ erjtint}/, etc.) 

of this Corporation (arc) (is) authorized to SIGN ANY AND ALL CHECKS, DRAFTS, 
AND ORDERS, including orders or directions in informal or letter form, against any 
funds or accounts at any time standing to the credit of this Corporation with the Bank, 
and that the Bank hereby is authorized to honor any and all checks, drafts and orders 
so signed, induing those drawn to the individual order of any such officer or other 
person signing the same, without further inquiry or regard to the authority of said 
officer or other person or the use of the checks, drafts and orders, or the proceeds 
thereof; 


Be It Further Resolved, that the. 

Authoritxd 

signaturea * 

on noua and 

ohligationa, — 

etc. 


(Plcite indicate in whit manner the iborc nimed officen are to ega— my two, or jointly, etc.) 


Illustration 2 . — The second illustration indicates some of the factors 
which must be considered in a request for a loan on non-marketable col- 
lateral. Franklin R. French, treasurer of the Reliance Tool Company, 
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Inc^ rc<]v3cstcd a loan of $10000 from the Fourth XattotuI Bank of 
Clct eland He desired these funds to purchase enough additional stock 
n his corporation to bring his holdings to one third of the total out- 
standing stock Mr French owned $15000 out of $75000 par -salue of 

Figure koB Resolution of Board of Directors (rnerse) 


cl (V I C<3r7«ri(ion f •) aoUxwixJ to bomnr from t me to tune on l>eha f of |Su 

CsrponcKm from (he Bank tuch cuo*^ moner foe eucS tunct »<! imon luch trrma u 
r-tj n them, or tnj of (hen atem aJmatje •lul to erroitc ut the name of (he 
CbrrceitKA notei draftt, or tfrtfnnia lot the r»y»rmme of »b» tum* »o borrowed 
ini thrx lad eath of (hem (re hertbr ■utherreJ to d Kount v ih the ta d Bank tnr 
of the riotn, bui rreneabte or actrptaaas hell bf |h a Corpora non ueion lueh tertna 
II maf to (hrm or inr of (hrm term adniablr and (hej anil each of t^rm ire hereby 
ttrtrxuj aulhonrnj to tnort;a^ pledge ind aitifn ai aecunty to the Bank anv and 
aJ of (he teal J'montl and m tsl peoferty and aiaeci of (h a Corporicioa inelud r< 
without in any nannrr Lm ting the forego ng the pledge of note! bnndi, itocki, b '• 
rrenraMe« warthouM receipti and other dmmenn accounti and aeevnue* of ih a 
Cerporarwi and to eeeeoie and del err any and all doeumentt of mortgage pledge 
ateprrenf or tranifer or indonement* of any thrnof wh ch maybe neceaiary or proper 
e^ectua. y to mortgage pledge, and an gn (uch property and aiKN to ihe Bank 

Hi h Furtitr Rt thtJ that each of the forrgoiflg reiolutiont ahall conUnue in force 
until expreaa written noace of iia rnauon or nod Scation haa been Reared by the 
Rank Ivt if the aotSoncy contairied ui thmt ahowld be rtroked or term naM by 
opera uon of law without aiach nonce it ii rcaolred and hereby agfted for (he purfnee of 
indue M the Bank to act (tiereandcr that the Dank ahatl be urtd Kamltao (tom any 
loaa tuTrred or i abil ty inc urr e d by at ua as aenng after tuch Rvocation or term nation 
without rxh nescc 


I furtKet Crtf/y that (he following named peraona are the olTictrt of the u d Corporal on duty 
^uaLSed and new acting aa auch 


PmiJrnt»,-,„ _ i Aaat. Secretary 

lice Ptendetit- — j At«. T«arum 

Srriweary ' __ 

Tttaw CT 


/* W 1.1HI U ktrr^ I hare hereunto aubambed my name and tffiaed the leal of the uid Cor 


porauon thia. . day of— 


,A D 19 


IMPORTAVT 
•mpnnt Seal of 
Co^ratron litre 

the Stock outstanding uhilc his mo associates m the business each owned 
$30,000 The) were each willing to sell him $5,000 par \aluc of stock at 
par, m order to equalize the cqutt) ownership Having no marketable 
securities, he proposed to pledge his entire stock holdings m the corpora- 
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tion as collateral to the loan, which he then expected to repay in about 
two years, partly out of his salary and partly from dividends. 

Air. Vance, the loan officer to whom the request was made, was dis- 
posed to accommodate Air. French if possible, since the corporation carried 


Figure 8i Form of Collateral Note 


COLLATERAL NOTE 


Oa — ^ Z " , Uftderstgned (axd term zs lued herein mcinmg the party or paraes by whom or on whote 

behalf this note is tigatd, and who, if mere than one, shall be jointly and tererally liable hereunder) promises to pay to the order of 

THE PHII.AOEL-PHIA NATIONAL SANK (hcremafiet called the ”Banli:^) at any of its banting oEces 


together widi interest thereon from the date hereof at the rate of 5c per annum, without defalcauon, for value received. 

Tba ttrw **CelUiW»l‘' u toti ■ ww vkicb a«* bam •, i* m liniirliiriigit m __ 


•rwl Mr vOmt prvpafTr •t wr (Utur* whaooavw af (b« ar wr at r«a» t Wntur (a cb* poamtoa at at aadanaiS a« ta i&* BarJl f«a lar 

pigrpoM, includuit atl wwl atbtf n«ha in aantxaiaa wab iftf tbuw at captol ^ack awlailrj in MiJ praawrr Tba ifTMi d&u Cm Siwik Aall lM*a a li*a 

upan awl Mcurur Mtwan in cSm Callwanl «a aaeuf« tba p ar atm a( data oat# and anr anaiuaaaa -H ffgnirrg ^aMcf and all adua mtont tn4 fwat* abUfa- 

aani al dia Uadamfntd. aa «or al tbati, ta tba Bank at anr nctur* «b«oaa«w «ad awt at vba^rt (rtwaoMn* ariitns. m4 saw and aar tanavala, airwnaiaaa and laatbS- 
ca«ana diafaal aM *a>d adutr ablieadaaa btiAf bamaa/ttr «aUaeti*«1r rtlarrad an aa (ba * X ia W > i> aa** IS aar ad)«r tgabilnn ara m awuaaaa id>a« daa aa«a ia pa^ (ban. 
fwavuhataadtnf <ba aurraodar a/ ebia anaa. aba 6aAk war ratun ^ Callatml and abatl baaa ap«A faapao ibattin all rfffaa and rasndiaa aaagTabta ta it. incIind^S tfit, baaMS 
fnntad aa aalanad aa Aa addiaanaj aaeuntr far tba parwaoi af aba UabdiOaa. tba Bank u barabr f>ran a ban span and a aacun-r atiaraw w tm awaswa a^wb m*r ba nvaaf 
fr««i CUM as MM br dia Bank an aha Oadat«<«nd nr anr «f diaw aa>4 aawsna InalndMC# anr balaaca ar akw* batancup in &a Undamrwd w anr nf dww. nf anr dapMM nr 
•abcf acenua vnb tba Bash, vbjch ttas and anesrur tnttraai duU ba mdapandanr nf nnr aipfr nf aaa^d sbicb iba Bank mrr kata TVa Uadaawfnad aaanwaa fell napins- 
bibfr far prnaarrtdne *f iha Cnllacanl, Wfadjup ukup tar *t*pa nacaiM/T ta paaaarva anr ripba nf At Undanapiiad, aa aar nf tSaw, w Jba &Alr in if api.aw ^ar pniwaa. 
'Tba Sank abatl bn daaaaad to Kttpt aiarauad raajsnabla «a/a nf tba CaUitaral if e taka* tuck a«t>nn far itet p w paw a* d>r Undarsciwd tball mtaatabir rt^aa* m vnon< b«a 
BO failura to enwplr andi anr auab rt^itr* abalt nf ictalf bn datAad a fatUm <n aaardaa maanabla caaa and sn ft4«fc in da err an nni tn r*ew***ad abiD bn dta wad a ItSntt 
in aaareua raaannabla cara If anr praparty indodad is At CnUaintl tluO at any tiar baaosa saMs^artary in iba Bask, iba U^<fii«sad aball Mtbts rta hanm a*iar dianasd 
and ai tba Bask aaay dm«r dalrrar, itspn nr brpndincata in dtn Cink ai part nf iba Cntlaural addibasal prnpany vb»A • Bina/amrr <» tba Bank. 

Za adduins to all wbar n<bu poaiMaad by ic. tba E«nk tball ba*« tb« fnUowtsp n«bta aaeb nf wLkh way bn anramd ai aor dual (t) ta p!ad(* nr nanafar dua nnit 
and asy nnavali, arlanamna and nodiicaonna tbaranf. auipnasg tbcramdi cb« Bank'a rifb9 ia iba Cnllatanl nr any pnronn iberaf. and aer fudi plndfra air tnnifrrw ahall 
hart all tba ncbti nf tba Bisk berrundat vtsb latpao ta dui swa esd t*>r rinanaU aaianiiona asd M*d,Scaua*ia iSarial and any af iba CnlSann] aa t»t l f r » d Atn^yA, tuid 
tba Bank abaii ba tbaroafiar rvbarnd from 4lJ BaUbry w*A rrr^ta ta aar •f tba CnQa'a**f oa aaMpnad fui to muSri At tAtit ar any part nl iba CallaiariJ u«n Am rmua 
nf Saalf or Ul noBinaa, (iti) lo rnu eba C^latortl. |i«) ca sonfr (ba partnei nbLpacad oo any of iba CoTIaiatil to siaka payBanl w Bask of any iiaanrti disa or w 
bacaata daa tbarans, and (rj to taka cantrot nf any paneoada nf CaUataraL 

Tba Undampnad ihall ba m dafault barcundar opom ibt nocurrrwa nf asy nf tba fnUn^Wf naano (a) tba soBprrsMst nbas dna nf any aauuM payabU ns any nf dia 
LaabtUaaa, or fba faJura to perforw any aprnarmant of tba tfndarspsad baram inrtuuad fb| if any OkLpnr bacoBra inaofrtni nr nuiar as aaatptiwana foe tba bastSt of 
crtditort or rf any paaeoa la filad by or apamai any ObUpnr «odar any pmataion nf sny law na autoca tUrpjnp ibtl aaarb Obll|nr la InanlrrM nr onabla tn pay dibta al ibay 
taaiurc (tba tcr« 'Oblipor'* na sand Karats btisp arant tn uKloda At Undartipnad. nsd if saorr dian nsa ra^ af ibaa and all ptroti anmedahlr Eikla na tbii snaa aa n« 
any rairvil. asiasaina ni utodjficaiinB tharnnf, skK aa andnraari nr piaarantnn), (a) tba nfMry of nny ptdpaaiu apauM any Obiffor nr tba iMWsy nf any anacbaaRf nr 
frrnfrbfnmf apeoar any p topa r ty of any OkLpor or eba neoarraiaca of aay adrrraa ebanpa an iba Snasoa) tttAotn nf aor Okbpar, fd) dia dtaaalsbas. warre, eomnCdiBos or 
morpaouiaea of any ObUpOT ndueb ia a aorpo'aaon or partnarakfp. and (a) tba daatb nf nny Obtiper trbn aa a saiunl parans. Vbnnanar iba Undarspnad abiJ bn fa dtit’a 

aa a/nmaid. ( I ) uslaai dia rUnfc alaoi ndurvue At mora sepaid aauted of aiicb of dm LubJAaa aa nxr naa tbm due and payabla abaS bncoca iB8MlMta'r daa asd paytKa 

Witbois soma to or daaiand on any ObLpnr, and (J) dm Bask way al fca eponn raartiaa finu eaa to oaaa any nr all rtpKii and trsadua arwUbU tn it sndar dia L’ernrn 
Cewmaroal Coda aa hi affact frna dna to cur tn Pmnrylrawa or nOiarwiaa arwlabU to if tncUdisp dia ripbr to dupoaa of tba CoUatartl at pnbU or prmta aalaCa) or mAtt 

procaad:npa, and dia Usdarspaad apmaa tbai iba Bask or ta Sowinaa may batnaa tba pvrcbaaar at any a»ch aalala) and Amt iba partteai of tba proonda af nny aorh ditpastaon 

wkifb M appUubla to dia UabUisaa way ba appLad to nr on wcouni of At parwtst of oorb of (ba laabtuoai and w tucb ordrr ti iba Bank nay atao. Aay ftilnra of tba lUnk 
to tttratt any itpbi bemvndrr tSall sot ba cosKraad ai a ww'ar af At opht (O uaraaa At aaua na airy mbrr npkt at any wtar sue Tto Undarwpoad w«i*aa aU npbl w 
any nf aaacuoon asd aimpona of pfn pa rty in any aaion to nnfarca any of tba LaaWUiMa TKa nddiOMal pmoiaroaa. U any on ibo rratrM uda boranf ara bataby wnda a pan 
hcranf Tba Usdarapsad istanda (baa to ba • aaalad isKrwsvrai nod <o ba Upally bound baraby AO uniaa arissp fcarmsdar aball ba rnraniof by Aa tear of fWnayfusia. 


(INDIVIDUALS SIGN BELOVJ 


(CDRROEATIONS OR PAITNEKSHIPS SIGN BacW) 


Nawa of Corporatioa oa Partnarakip 


a satisfactory deposit account, averaging in the neighborhood of $20,000. 
He ascertained that Air. French could reduce the loan $2,000 a year out 
of his salary. The payment of dividends, however, appeared problemati- 
cal. Losses for the three prior years had wiped out the surplus account 
of the corporation, and the previous year had closed with a $5,000 surplus 
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deficit- Eiminc5 of $10,000 for the current jear non clos ng Mould. 
hoMc% cr. conicrt this defiat mro a surplus of about $5,000 The uorLmg 
capital positioT, Mnth current assets of $52 6^7 to pa^ current lubihtics 
$7625, Mas CTCcIJcnt, and the corporation had not borroMcd for \cars 
Mr French admitted that the pvmenr of dividends M*as dependent en 
tirelv upon eaminjs, but m lus opinion the outlook for sales and p'tifiis 
m the cominiT \ ear m as promising 


Figure 82 Form of aTtmc or Demand Secured Note 



Mr Vance carcfulK reviCMcd the ennre situanon Since the col 
lateral offered u as not marketable and the prospect of repayment m ithm 
tMo \cars Mas too unccrtairi, he declined to lend Mr French $10000 
HoMever, he did tell Mr French that he would lend him $4,000 to bu\ 
that amount of stock because it appeared that Mr French could repav 
$2,000 annually outof hissalan alone 
Illustration 4— This example has factors that might make even a safe 
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loan one which a banker would hesitate to make. John R. Moffitt, who 
had carried a small personal checking account with the Valley Bank & 
Trust Company of Denver for several years, appUed for a loan of S8oo, 
offering as collateral a $i,ooo listed bond with a market value of $990 
After some conversation Mr. Smith, the loaning officer upon whom he 
called, learned that Mr. Moffitt had been unemployed for several months 


Figure 83 Form of a Time Secured Note Used when a Bank Lends 
to a Broker on Customers’ Securities 


Via B 

NOTE FOR LOANS AGAINST CUSTOMERS* SECURITIES 

CHICAGO, ILl IQ % 

— -I, — - date, the undersized prcmisa to pay to 

THE FIRST NATIONAL BANK OF CHICAGO 

cr its aider, at (he office of The First National Bank of Chicago in the City of Chicago, for talue received 

DOLLARS, 

with interest thereon from until paid at the rate o f - cent per cnrwm 

To secure the payment of (his note, and of any other ItahUity or Itahltltes of the undersigned to the 
holder hereof, arising out of or in connection with loans made against Customers* Secunttes due or to become 
due, Of that may be hereafter contracted or extslsng, howsoever acquired by said holder, the underssz^ has 
transferred, pledged and delivered to The First National Bank of Chicago the foUomng property, to wit 

SUNDRY SECURITIES LISTED ON SCHEDULES OF COLLATERAL. HERE- 
TOFORE. NOW OR HEREAFTER DELIVERED TO THE HOLDER HEREOF 


{the market value of which is today $ ) and now agrees that upon breach of any of the promsts 

herein contained or upon failure to pay any liabtltties of whatever type of the undersigned to the holder hereof when due, 
said Bank or the holder hereof may thereupon, or at any time or times thereof ter, seV the said property or any port thereof , 
and any subsltlule therefor aiui any adliltons thereto, at any Brokers' Board, or at public or privcte sale, without 
notice, advertisement, or demand of any kind, and may apply the net proceeds, after deducting oU costs ana 
expenses for collection, sale, and delivery, to the payment of this note or of any or all of said Itabtltltes, 
returning the residue to the undersigned or to such partus who shall be enhtkd thereto on demand Saul Bank or the 
holder hereof may purchase any of said property at any such Brokers' Board or Publu sale In case of decline »n the 
market value of said property or any pari thereof, the holder hereof may demand the pledge and delivery of additional 
property of quality and amount satisfactory to said holder, and the failure on the part of the undersigned to deliver 
such addUtondl property on demand shall cause this note to become due and payable on demand In case of the 
insolvency of the undersign^, any indebtedness due from the holder hereof to the undersigned may be 
appropriated and applied hereon at any time, as well before as after the maturity hereof Before or after 
matunly, said Bank or the holder hereof, without notice, may at its option, transfer or reguler said property or 
any part or parts thereof, into its or its norntrue's name, with or without indtcalion of pledge 


Address. 


and, having exhausted his cash resources, desired to borrow to take care 
of living expenses. There appeared to be no prospect for immediate em- 
ployment, and Mr. Moffitt had no other assets. 

Mr. Moffitt was notified that if he insisted, the loan would be granted 
in consideration of the fact that his relations with the bank extended over 
a period of years. The banker advised against the loan, however, as in all 
probability Moffitt would be unable to liquidate it, and the bank did not 
want to be placed in the position of having to sell the collateral, Mr. 
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S*nnh alK> pointed out that, in the absence of other collaienl, the loin 
would be unprotected jf the bond declined m marker \-aIue These con 
sidcratjons. which bad not occurred to Mr MolTitt, dissuaded him from 
persKtnc m his request for a loan, and he deaded to obtain the needed 
funds b\ selling the bond 

After Secured loan* Are Made 

After loans on securities arc made, the saluc of the collateral must be 
checked regular!) This affords protection to both the bank and the 
customer If the current market value of the collateral falls and the loan 
becomes undermargined, the borrower is customanl) required to pledge 
additional collateral or to make a reduction in the loan In the csent that 
the impairment of the margin is substantial and the borrower is unable 
to furnish additional collateral or to reduce the loan, the bank ma) need 
to sell the collateral m order to avoid a loss Ordinanl) a banker is re 
luctant to sell collateral, unless the bank cannot be protected in an) 
other wa) If the collateral should consist of a large block of a rclauvelv 
inactive stock, liquidation of the entire block at one time might be mad- 
\^sabIe, because the market pnee might be senousK depressed, and both 
the bank and borrower would lose thcreb) A program of gradual 
liquidation in that case would be a better polic) In general, a seasoned 
banker seeks diversification m collateral rather than too large blocks of 
single issues 

In large banks particular!) where there arc a great man) Joans se 
cured In stocks and bonds a control record is kept to show the total 
amount of an) given sccurit) pledged for various loans Stock of a cer 
tain corporation ma\ have been pledged b) a dozen different borrowers 
A severe decline m the market value of this stock might affect a number 
of loans advcrsclv If the stock is rclativeK inactive, the banker should 
obvious!) accept no more of the stock as collateral than could rcadil) be 
liquidated I cans to brokers and dealers m particular should be watched 
in this respect Loans to individuals, especial!) to executives who pledge 
their corporation's secuntics, should also be considered from this stand 
point As a genera! rule a banker docs not want to have as collateral so 
much of one sccurit) issue that the bank is in the position of ‘owning 
the corporation because of the loans made on its stock 

After loans arc on the books, substitutions in the collateral held b) the 
bank are frcqucntlv necessarv Brokers and dealers must make subsn 
tutions because of the transactions of their customers Individual bor 
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rowers likewise often sell securities and buy other issues. The banker 
must satisfy himself that substitutions of collateral do not lessen the se- 
curity originally taken for a loan. This watchfulness is particularly nec- 
essary in active brokers accounts, where many changes may be made 
in the collateral. If care is not exercised, the collateral may be progres- 
sively weakened over a period of time. 

When borrowers are permitted to remove a pledged security for the 
purpose of making substitutions or for other proper purposes, they sign 
a form of trust receipt (Figure 84). When the security is returned, or cash 

Figure 84 Trust Receipt Signed by Borrower when Withdrawing 

Collateral 


Received, in Trust from The Ftrst National Bank of Chicago, Illinois 


and the undenisned hereby undertakes to hold the said property on account of said Bank and subject to its order for the purpose 
of beine sold, or otherwise dealt with, as the said Bank may direct, and when told, to pay in the net proceeds to said Bank. 
The undersigned expressly agrees that there u hereby created a trust of the property described for said Bank and that the Bank 
may at any time cake possession of ta/d property wherever located The undersigned further agree* that the sccurfty interest 
(as defined in the Uniform Trust Receipts Act of the State of Illinois) in the goods, documents and inttrumenu described 
herein, remuns in the utd Bank for itself or for any one for whom h is acting as agent 


PhipngOj — IQ _ 


is paid in place of the security, or some other security is substituted, the 
bank returns the trust receipt. Ordinarily securities taken out on trust 
receipts should not remain outside the bank longer than the time neces- 
sary to make a substitution of securities or complete whatever legitimate 
objective the customer had in mind when he signed the trust receipt and 
withdrew the securities. Otherwise, if the borrower were dishonest, he 
might withdraw collateral by signing a trust receipt and then pledge the 
collateral elsewhere for another loan. 

There is a pledge agreement (Figure 85) which the borrower may sign 
if the collateral he is to pledge is not promptly available for his loan. The 
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seconncs m3> , for cxairp’c, be m another an If the banter ts sans^ed 
through bis lno\fc ledge of the borrovier and the facts m the case, he ma\ 
accept this pledge agTcenicnt \(hich provides that the collateral will be 
dclnercd at a later date Th^ form of pledge agreement has been dcrcl- 
oped as the result of the Umform Trust Receipts Act, \ihich is now a 
lati n a number of states. 

Figure 85 Agreement to Pledge Used T^Tien Collateral Is Not A\ ail- 
able at the Time of Mating a Loan 



MERCHANDISE lOANS‘» 

Loans on Conmodliles 


Man) banVs maVc loans secured b) marLetablc commodities that are 
stored in warehouses or arc in transit. The goods that sene as collateral 
should be readil) marketable, non perishable staples, and properly in- 
sured The Board of Gosemors of the Federal Reserve Sy'stem defines 
the term “readily marketable staple” to mean “an article of commerce, 
agriculture, or industn, of such uses as to make it the subject of con- 
stant dealings in ready markets with such frequent quotaaons of price as 


tuieroeni on irwrchindse Joans prtpired by lames P Baiter rice 
president of The First National Bank of Chicago 
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to make (a) the price easily and definitely ascertainable, and (b) the 
staple itself easy to realize upon by sale at any time.”^^ 

The commodities against which loans are generally made cover an 
extremely wide range, including cotton, grain, wool, raw silk, leather, 
hides, tobacco, furs, potatoes, olive oil, coffee, tea, spices, butter, meat, 
eggs, cheese, frozen foods, poultry, rubber, sugar, rice, alcohol, nuts, and 
naval stores. Commercial banking institutions located in communities that 
specialize in producing commodities such as cotton or grain may be fa- 
miliar with loans on these products but unfamiliar with those secured by 
other products. In order to lend intelligently on these various com- 
modities, the banker must study carefully such factors as the current mar- 
ket for the commodity,^^ the quality of the product,^®' general price 
movements, and the extent of a possible carry-over of unsold inventory 
from the previous season. The extent of the carry-over of cotton, for 
example, from one season to another may have a significant bearing upon 
the trend of cotton prices. Additional factors to be considered are Fed- 
eral price support programs for various agricultural commodities. No 
less important, however, than the commodity itself are the reputa- 
tion and the responsibility of the warehouse in which the goods are 
stored. 

Regulation C, revised, effective August 31, 1946, p. 3. 

Joseph F. Meyer, Jr., vice-chairman of the Houston National Bank, Houston, 
Texas, explains the practical need for such knowledge. “We know that there is very 
little market for canned oysters on the Gulf Coast because people eat fresh oysters 
nine months a year and don’t buy many canned oysters during the off season. So 
we limit our loans on canned oysters. On the other hand, we ran into a different 
situation with the local fig industry. Figs are a delicacy on anybody’s table, but 
they deteriorate so rapidly that it is almost impossible to get them to market beyond 
local points. Local consumption was not sufficient. When we saw that farmers were 
getting nowhere, we ourselves studied the situation and worked out a solution. Then 
we approached the proper people, showed them where they could pay fig raisers a 
better price, take their entire crops, can and preserve figs, market them in an orderly 
manner, and convert a losing industry into a profitable one. Today, as a result. 
South Texas preserved figs are in demand, even in foreign countries.” From an 
article, “Loans on Commodities,” The Burroughs Clearing House (August 1937). 

^®To illustrate the necessity for considering the quality or grade of a product, 
G. C. Dreher, a former vice-president of the First Wisconsin National Bank of 
Milwaukee, Wis., has pointed out that “. . . some commodities become more valu- 
able with age, while others deteriorate, and still others go in one direction for a 
period and then go in the other. An example of the latter is Swiss cheese. . . . 
Newly made Swiss has a given value. Aging it improves it, up to a very definite 
limit. Swiss cheese of the right age is worth several times as much as green Swfe. 
But a month later it is worth about 10 per cent of the maximum, since beyond the 
maximum age it collapses, its holes close, and it is usable only when melted and 
packaged. At the other extreme, Wisconsin tobacco becomes better for ^sweral 
years in storage, and in a stable market increases in value every few months. From 
an article, “What to Watch When Making Commodity Loans,” The Burroughs 
Clearing House (February i933)- 
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D«vctap-ont of Wi'eheutfng end Wafe*)ou*e Receipt* 

The stonpjT of coTimodnes is one of the oldest businesses in the 
wo'ld, dst-ng back to the earliest Biblical umes when the E^pain 
Pharaoh made Joseph his w arthouseimn. Recorded m Genesis is the state- 
ment ‘And the famine was orcr all the face of the earth And Joseph 
opened all the sto-chouscs» and sold unto the Egyptians.” 

Traders must ha\e used some kind of warehouses in Alexandna, the 
halfwav port between the East and the West and the greatest industrial 
and commeictal at% of the second ctnnin Here the neccssiiits and the 
luxuries of the Lmown world were brought for sale m the elegant shops 
along the Menon Pedton, rwentx meters broad, and lined with pillared 
arcades for fi\e kilometers, pased with the hardest basalt ' Here came 
wnne from ltal>, tin from Wales, amber from Sweden, pearls from the 
Persian Gulf bolts of silk from Quna, and cotton fabnes from India 
With a population of one million people. Alexandria was the commercial 
and intellectual center of the world, a tentable department store of in- 
formation, the accumubtor and concentrator of knowledge as a re- 
sult of the free mterchange of ideas which came from as far awa) as 
China 

Bv the sixteenth centur) Antwerp had become the commercial center 
of Europe No: since the das's when Alexandna was pre-eminent, had so 
nun's products been assembled from so nun\ ports or so great a propor- 
tion of the umscrsal trade passed through a single harbor Here came the 
“laces of Mechlin and Valcnaenncs, tapestnes of Brussels made after Ital- 
ian designs jewels, glass and clocks, Flemish sculpture produced cn gros 
for Spam or Grecnbnd, leathcrwarc, pewrer, iron of Xamur and muni 
Dons of Liege, Spanish cochineal and paints for the palettes of ‘colonst’ 
schools *' W'archouses of some unique design must ha\c been utilized 
to hold the surplus stocks of merchandise needed to carrv on this im- 
mense trade w^th all of the ports of the known w orld 

With the coming of the mdostrial resolution, the commercial and 
industrial leadership of Europe moxed to Great Bntam Importanr port 
aties presided warehouse faciimes near the docLs, and with the coming 
of the railroads, warehouses were erected near railroad terminals In 

’•Mimm Beird, A Hatarj of tbe Burnett Mtn (New Toric The MicmOlii 
Compam. i9)S>. pp 44-j 
ibtd^ p J04. 
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Great Britain bonded warehouses, in contrast to ordinary warehouses, 
date back to 1700, when provisions were made for the silks of India and 
Persia, whose use was prohibited at home, to be deposited in bonded 
warehouses for re-exportation. In 1709, pepper and, in 1742, rum, were 
allowed to be deposited in bond, either for subsequent re-exportation or 
for home consumption. 

^iVith the growth and the expansion of the American nation, there was 
a similar development of warehouse facilities. Our bonded warehousing 
system was inaugurated in 1846, when a law provided that goods might 
be deposited in public warehouses for a period not to exceed one year. 
For many years there were great differences in the forms and the prac- 
tices of warehousemen, and warehouse receipts were not so generally or 
favorably known as at present. Two significant developments did much 
to remedy these difficulties. The first was the adoption of the Uniform 
Warehouse Receipts Act by every state in the Union. Hawaii adopted the 
act in 1951, and it has also been adopted by the District of Columbia and 
Puerto Rico. The second development was the passage of the United 
States Warehouse Act in 1916. In addition, the American Warehouse- 
men’s Association, with the help of the American Bankers Association, 
perfected standard forms of both negotiable and non-negotiable ware- 
house receipts. These standard forms were approved and accepted at a 
conference of warehousemen, shippers, bankers, and other interested 
groups held under the auspices of the United States Department of Com- 
merce in Washington, D.C., in September 1924. 

The Uniform Commercial Code has been adopted by eighteen states, 
being first passed by Pennsylvania in 1953. This Code was drawn in an 
attempt to unify the many statutes that govern commerce in the United 
States, and in time it may be accepted by all states. Although warehouse 
receipts are covered by this new Code, their manner of treatment is little 
changed from that under the Uniform Warehouse Receipts Act. 

With the rapid increase in specialization and the intensive develop- 
ment of natural resources, commodities produced in one section of the 
United States sometimes must be stored and financed until they are re- 
quired for use in another section. Raw materials and goods produced 
largely during one season of the year must be warehoused and financed 
until they are used later in the year. Still other commodities, such as 
whisky, cheese, and tobacco must be permitted to age in storage. 

Commodity warehouses today are generally divided into three groups: 

I. Commercial refrigerated (cold storage) warehouses, usually for 
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pcmhal’c coods reqj nnij mamtenance of specific tcmpcranircs for thcr 
preservation 

' General merchandise •« arehouscs, for coTinodities and manufactured 
products rot rcquinnc refnceration 

j Fje’d warehouses, operated bv bona fide warehousemen on premises 
usuallv leased b\ them from the owmers of goods in their custodv Gam 
mc'-aa! refrigerated and general merchandise warehouses are agcnacs in 
trade and commerce for the accommodation of goods awaiong marketing 
and distribu ion or other d sposition While thus being held however 
the coods arc often used for credit purposes Field warehouses arc realH 
spcaal commodirv warehouses established sold) for credit purposes, 
each “warehouse beinc confined to the custods of the raw matcnal 
agricultural commodir, manufactured product or other mvcniot) for 
which warehouse receipts are to be issued for use as collateral Commer 
cial refrigerated merchandise and field warehouses can be operated as 
customs bonded warehouses for the warehousing of imports on which 
the dunes have not been paid and as internal revenue bonded warehouses 
for the storage of commodities on uh eh internal revenue taxes have not 
been paid 

Irrportani Pacts Regarding Warehouse Receipts 

The Uniform Warehouse Receipts Act provndes that a warehouse of 
one of the three t)pcs just desenbed must be operated b) a bona fide 
warehouseman A bailee for hire, or bona fide warehouseman is de 
fined as a person lawfuIK engaged m the business of stonng goods for 
profit Onlv a bona fide warehouseman can issue a valid warehouse re 
ccipt. A valid warehouse receipt is a receipt for commodities deposited 
with a bona fide warehouseman and idcnofies the deposited commod 
ities, ** This receipt is m no manner an insurance polic) and the banker 
should require the depositor of the commodities to provide adequate in 
surance A warehouse receipt does not guarantee grade, unless it is defi 
niteh stated on the receipt that the grade is guaranteed The services of 
organizaDons and individuals competent to pass upon qualm mav be 
obtained when grade certificates are desired 

The warehouse receipt docs not guarantee otic for the depositor is 
able to transfer to the warehouseimn and to the warehouse receipt 

'■ tl arekovse Receipts as CoLj erJ (Chicago Comninec on BnV ng Relanom. 
Amcncin arehoosemen s Assocu jot, jmj) PP J 4 

p 6. 
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holder only that title that he himself has; but the title that the depositor of 
the commodities has passes with the transfer by endorsement (without 
endorsement if issued to the order of bearer) of a warehouse receipt if 
negotiable, and by assignment of a warehouse receipt if non-negotiable. 
It is an elementary principle of law that the transfer of a warehouse re- 
ceipt in good faith and in the ordinary course of business operates to 
transfer the title to the commodities covered by such warehouse re- 
ceipt.’ In this respect, warehouse receipts and bills of lading are similar. 

The Uniform Warehouse Receipts Act specifies two distinct forms of 
warehouse receipts: negotiable and non-negotiable. Each warehouse re- 
ceipt 

. . . must embody within its written or printed terms: 

(a) The location of the warehouse where the goods are stored, 

(b) The date of issue of the receipt, 

(c) The consecutive number of the receipt, 

(d) A statement whether the goods received will be delivered to the bearer, 
to a specified person or to a specified person or his order, 

(e) The rate of storage charges, 

(f) A description of the goods or of the packages containing them, 

(g) The signature of the warehouseman, which may be made by his author- 
ized agent, 

(h) If the receipt is issued for goods of which the warehouseman is owner, 
either solely or jointly or in common with others, the fact of such ownership, 
and 

(i) A statement of the amount of advances made and of liabilities incurred 
for which the warehouseman claims a lien. If the precise amount of such ad- 
vances made or of such liabilities incurred is, at the time of the issue of the 
receipt, unknown to the warehouseman or to his agent who issues it, a state- 
ment of the fact that advances have been made or liabilities incurred and the 
purpose thereof is sufficient. 

A warehouseman shall be liable to any person injured thereby, for all dam- 
age caused by the omission from a negotiable receipt of any of the terms herein 
required.21 

There are both negotiable and non-negotiable warehouse receipts. 

Definition of Non-Negotiable Receipt.— A receipt in which it is stated that 
the goods received will be delivered to the depositor, or to any other specified 
person, is a non-negotiable receipt. 

Definition of Negotiable Receipt.— A receipt in which it is stated that the 
goods received will be delivered to the bearer or to the order of any person 
named in such receipt is a negotiable receipt. 

Ibid., p. 6. 

3 UJL.A., Warehouse Receipts, Part I, J 2 (1959)- 
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No pro> ojon jhJI be rtscned in a negotiable receipt that r is non negotiable 
Sjch pros won, tf inscncd, shall be \ old ~ 

At present urtuallv all business firms engaged m M-arehouse receipt 
finannn" cmp5o\ non negotiable forms The United States Got emment 
IS the onlv larcc organization that still uses a negotiable uarchousc receipt 
form 


Subjldlery Waiehouscs 

hen warehouse receipts are taken as collateral for a loan, the banker 
usualh desires the issuer of the receipt to be simpU the custodian of the 
commoditt and to hate no pccuniart interest in the merchandise A 
tt-archousc operated under tRc control of the one ttho stored the mer- 
chandise IS sometimes spoken of as a “subsidiarj warehouse ” The ware- 
house receipts issued under this arrangement maj meet certain legal and 
technical requirements However, the custodian who has a propnccart 
interest m the stored merchandise mat find it difficult to act at all times 
in an impartial manner He is in the position of attempting to serve two 
masters ConsequentU bankers generalU prefer a dismttrestcd, independ- 
ent custodianship of merchandise held as secunn for loans, even though 
there is no question regarding the mtegnt) and the good faith of those 
concerns that attempt to act as their ow n warehousemen “ 

** j II arehoust Recttptt, Pan I 5 4 & J 

” “tv arehoose Rectipcs tstued b) the depowtof of commodines or issued bv an 
acent of ilie deponcor or b% a companv owned or controlled bj the depositor 
(provided the depositor a rot a bona fide w-arehousemJn law-full) engaged in the 
business of sti ring goods for profit) arc imliJ and arc known *$ StihnJury 
If irehousc Recctpis and the deceptive practice is known as 'Subvdury M'artbotutnp; ' 

“Sdbiihaf) Warehouse Receipts issued bj a dumm\ warehouse corporation or 
issued b) the borrower or issued bj the borrowers shadow are invalid and will not 
protect a tanker against third partj claims or other contingencies however, a bona 
hde warehouseman as defined in the Uniform Warehouse Receipts Act, can issue 
a valid W arehousc Receipt acainst commoJitjes which he owns or in which he owns 
an interest provided he includes on such Warehouse Receipt a statement of his 
ownership in the commodities 

“When a banker holds as collateral a Warehouse Receipt issued bj a subsidiar) 
warehouse companv he is hoding merelv a piece of script termed with dijr»t> a 
W arehouse Receipt Therefore a banker should insist that the warehouseman issuing 
W arehouse Receipts on which he anucipatrs extending credit is not merely a puppet 
or, m realitj, the borrower or the borrowers shadow but a an independent, disin 
teresred custodian as defined b) the Uniform Warehouse Receipts Act 
“The control of commodities cosered bj Subsidiary Warehouse Receipts remains 
m the hands of the depositor either directly or indirtctlv This is contrarj to good 
business, defeats a banker s proteaion arainsi djird party claims and docs not com- 
pb with the requirements of the Uni/orm Warehouse Receipts Act." Warehouse 
Receipts as CoUaseral (Chicago Committee on Banking Relations Amencan Ware 
housemen s Assocufiofl PP 4S 



Figure 86 Standard Form of Non-Negotiable Warehouse Receipt, 
approved by the American Bankers Association, the American Ware- 
housemen s Association, and the Department of Commerce (actual size: 

SVi" X If) 



No- I F 52)2191 


LOCATED AT STREET 

SUBJECT TO ALL THE TERMS AND CONCITtONS CONTAINED HEREIN AND ON THE REVERSE HEREOF FOR THE ACCOUNT OF AND TO BE 
DELIVERED Without surrender of this warehouse BECEIRT upon written instruction of 
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subject TOUEN FOR STORACe HANOLINOANO 
OrKERCHAROCS ASRERCONTRACrANOeeASE 
W TH THE INDUSTRY SERVED 
TRANSFERS OF MERCHANQ SE NOT COMPLETE 
UNLESS HADE UPON THE BOOKS OF THE WARE- 
HOUSE COMPANY 


BONDED WAREHOUSE MANAGER 


CECOXO OF RELCASIS AND BALANCE ON KAN& 























Figure 87B Standard Form of Negotiable Warehouse Receipt {reverse 

of first copy) 



luut AKO eoneniONf 

Thf thtll net b* « ♦b'« U> lew o* <>«l«r c»vm4 bt AcH •» Gorf •»' < «» «»^ « r l«r, ' ** 

e< defect v* o' "caff e e*f ewte *«« eo'oi i«<*> leei di'M^e ®» deter •» ce«»ed br (e Uf* cf f*>e f® ere'e te t^e e'd c»»e 

^''^Tfie reee Vf*«o«4e^e«d*de( ee^y «• MefcM^d-ie t «abie<* I® l»i« U« We»«*^e Mee pfi Art »rni *tt rv<H »»4 'eb«l*f ®M p«^e<*vfb*ied 

•«d U«?e"« Werelfo«»e^-"iN»r •> hOt INU»«UO WltC^W 0» ItiOtUCKT •« ««e^*' 5 e*>eM ®« the depot tor for »hOie b«»er* 

*"’*TKj*P«eVo"*'Br'^mercheed»e •» e*-®-" o" thd •er.hoate re<e pt n *e» c~e« for MoreMo pvrpo>« e«d U*'e»ce We«e»>®<rte Cowipeer d» 
eH /»» ell l»eb I »r tor error or •««■< rncy •* »# drier pt on of the focef*®* • mb totif o" >» to eied 



367 







363 MAKING THE LOAN 


Field Wet«homIng 

Forman) \ears warehouse rccapts «crc used as collateral onlv in con- 
ncaion with merchandise stored in our larger cities, particularly m the 
warehousing of cold storage products and gram Then about 1900 the 
idea occurred that warehousing facilities could be brought to the storcr, 
m other w ords, the w archouse might go to the commodit) instead of the 
commodit)’s going to the warehouse This is the essence of field ware- 
housing 

The average life of field warehouses is three to file jears, except in 
industncs characterized b) bighl) fluctuating seasonal working capital 
needs, wherein the average life is much longer The dcpositing-borrowmg 
concerns either perfect arrangements with new warehousemen, or fre- 
tjucntK the\ use a field warehouse receipt aarmgement temporarily until 
the) arc able to secure credit on other bases In some eases field ware- 
housing IS discontinued because the particubr circumstances that made 
advantageous the acquisition of an above-normal inventor}’ have disap- 
peared 

It is now estimated that the six principal field warehouse companies in 
(he United States operate upward of five thousand field warehouses, while 
small local concerns operate one hundred at most Tlic average annual 
amount of credit outstanding and secured bv field warehouse receipts is 
currcntlv running near 5500.000.000 Although until a few )cars ago field 
warehouses were concentrated primarily in the Central and Pacific states, 
loda) thc\ arc nation w idc in scope Any storcablc commodity may be 
warehoused in the field ind in the past these products have ranged from 
automobiles to ) am from w me to bus bodies 

W'hile the value of deposits in a given warehouse is likely to var) 
greativ through each vear. the rxpical field warehouse contains merchan- 
dise worth on the avenge, between $25,000 and Sioo^ooo, and the tvpical 
loan against the warehouse receipts is approximatclv two thirds of the 
value of the deposits 

Commercial banks ongimllv monopolized the financing of field ware- 
houses. but recently otiicr financial intermediaries have moved into the 

** Students of the sulijccr of field warehousing will find ir of interest and v*Iue 
to read Veil 11 Jicobv and Ravinond J Saulnier, Firuncing I/rentory on FieU 
irareLouse fiecciftt (N’ew ^orL National Bureau of rconomic Research Inc., 
•944). ^'e^Ic> J Schneider Field U'oreboumg ai a Facility for lending Agamsi 
Cornmodittes (New \ork The Macmillan Companv, 1941). Doniintck J Mastellon 
Adinminration of FieU Waref oute Leant (paper prepared for the Graduate School 
of Banking of the Atnencan Banken Association 1958) 
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field. Currently it is estimated that commercial banks appear as lenders 
upon the receipts of seven out of every ten field warehouses, two 
are finance companies or factors, and one is a manufacturer financing his 
distributor. 

The warehouseman leases a warehouse at the place where the merchan- 
dise is produced, manufactured, or processed, and sets up what may be 
called a ‘branch warehouse.” Unnecessary movements of bulky and 
heavy commodities are thereby avoided. The leased warehouse generally 
belongs to the storer. A warehouseman or agent is placed in charge, and 
signs are placed inside and outside of the warehouse to inform the public 
that a warehouse is being operated. The pledged merchandise is segre- 
gated and is stored in individual stacks. A special card on each stack 
shows the quantity and nature of the merchandise and to whom it is 
pledged. Warehouse receipts are issued for the merchandise, which is kept 
under lock and key. The agent in charge releases the merchandise only 
upon written authority of the holder of the warehouse receipt. The agent 
and other employees are bonded to guard against the release of any mer- 
chandise without proper authority. In addition, the warehouseman may 
make frequent audits to check the inventory, the condition of the com- 
modities, and the general operation of the field warehouse. The field 
warehouseman should carry sufficient insurance against any liability 
growing out of the Uniform Warehouse Receipts Act. Over the last 
thirty years field warehousing has developed into a large business and has 
been used in over 150 industries and for such widely different products as 
olives, outboard motors, and oyster shells. This development has pro- 
vided new possibilities for the banker to make loans on an adequately se- 
cured basis. 

Illustration of Loan on Warehouse Receipts 

John Graham & Sons is a partnership engaged in storing and wholesal- 
ing eggs. The concern buys eggs in the spring, stores them until fall, and 
then sells them to retail stores. The partnership has banked at the Arden 
National Bank of Chicago for eight years. The business has shown steady 
progress, the tangible net worth having increased in that period from 
$52,000 to approximately $84,000. During the same period the net work- 
ing capital has grown from $23,000 to $54,000. 

This firm has regularly borrowed from its bank during the spring 
months of each year. In March of the current year one of the partners 
again approached Henry T. Smith, vice-president of the bank, requesting 
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the pn\i’«re of borrowinjj S»jooo dunne: the heaf\ ecc produang scj 
VDT, the loan to he secured b\ warehouse receipts. At the time of this re 
ques* cctrs ucre costinc approxumteh $600 a ease B\ agreement, the 
loan «as set at -o per cent of the cost of the cccs, as determined the 
marl-ct. In sicu of the satisfaaorx record of the companN, the market 
abiho of the collateral and the fact that the firm mainramcd axcrage 
balances of approximareh $6 000 the request stas rcadih granted 

CHATTEL MORTGAGE LOANS 

Qtsnctt as Secutlty 

A banker dcstnng to secure his position often resorts to a chattel 
mortgage The asset pledged is usualH a fi-ted asset such as automobiles, 
trucks machincrv, or other such equipment In general chattel mortgages 
arc most suitable for fixed equipment items if ihc^ arc not intended for 
resale in contrast to continuous insentor> financing AVhere an item is 
intended for resale the pledged imentorj should be described in detail 
m the mongage and no substitunon should be allowed without express 
permission of the mortgagee Sescral sutes hold that a chattel mortgage 
on goods dail) exposed to sale is \oid 

The lender should acquaint himself with the laws respecting chattel 
monga'^e financing not onlv in his ou n state but also m the state or states 
where the mortgaged chattel is lodged The chattel mortgage m some 
jurisdictions is reearded as an absolute transfer of title and subject onh 
to the condition of its being rescsted m the mortgagor upon liquidation 
of the debt Ocher junsdicnons consider the mortgage as nothing more 
ifun creating a hen upon the chattel m fas or of the lender Of course the 
morreagor has possession and full use of the propert) in either situation 

The amount of monc\ to be loaned and the terms of rcpa\ ment should 
be predicated not on!) on the credit worthiness of the prospective bor 
row cr hut also on the tv pc of equipment or merchandise to be mortgaged 
The lender should be cognizant of the value of the collateral at the incep- 
tion of the loan and at niatunt) A factor to be considered is the salabil 
itv or markctabilit) of the collateral Some goods have limited markets 
and therefore are difficult to liquidate if repossessed Other tv pcs of 
merchandise dcprccaatc quickl) because of their qualit) srv Ic or econ 
omv in usage 

Chattel mortgage financing lends itself to the banker desirous to assist 
the small businessman who perhaps is nor qualified for unsecured financ 
ing to the large businessman who requires financing m excess of his un 
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secured financing arrangements; and to the individual purchasing an 
automobile, a boat, an appliance, or other tangible items. 

Illustratio 7 i of Chattel Mortgage Loan Secured by Equipment.— ]ones 
Printing Company, a successful midwestern printing company, con- 
templates the addition of a four-color offset press, which would enable 
them to expand their business and to increase their net profit by an esti- 
mated 1 5 per cent. The new press is to be installed in their branch in an- 
other state. They have banked with the Old National Bank, Milford, 
Minnesota, for fifteen years and carry an account that last year aver- 
aged $55,000. In the past they have borrowed from the bank on an unse- 
cured basis amounts up to $30,000 to meet seasonal requirements or to 
finance unusually large jobs. The new equipment completely installed will 
cost $90,000. Inasmuch as the amount was somewhat larger than their 
usual requirements and was in essence a capital loan rather than a work- 
ing capital loan, Mr. Smith, vice-president of the bank, decided to send 
his auditors out to examine the financial records of the company as well 
as their plant and equipment. 

On the basis of the investigation, Mr. Smith granted the company a 
three-year loan repayable $2,500 a month plus interest. The loan was se- 
cured by a chattel mortgage on the new equipment. Mr. Smith was fa- 
miliar with the laws of the various states regarding the filing and record- 
ing of chattel mortgages. Jones Printing Company executed a note and 
chattel mortgage which contained a complete description of the equip- 
ment, including all accessories. The proper filing of the chattel mortgage 
had the effect of notifying third parties of the bank’s lien on the press. 

Illustration of Chattel Mortgage Loan Secured by Cattle.— Mr. John 
Morgan owns a two-hundred-acre farm fifty miles southwest of Milford, 
Minnesota. He is a man forty-five years of age and has been a farmer all 
of his adult life. The farm buildings are about fifteen years old but in ex- 
cellent condition. His machinery has been well cared for and is in first- 
class condition. Mr. Morgan’s farm is quite diversified, with a large part 
of his income derived from the sale of cream which he takes daily to the 
local creamery. He produces corn and small grain for cattle feed or sale. 
The farm is encumbered with a $5,000 mortgage. 

Mr. Morgan approached his banker, Mr. Tom Grayson, vice-president 
of the Farmers Commercial Bank, for a $5,000 feeder loan. The loan 
would be secured by a chattel mortgage on his farm machinery and all 
of his livestock, which consisted of eighty-five steers and twenty cows. 
The stock had a current market value of approximately $12,500. Mr. 
Morgan was confident that he could liquidate the loan in part from his 
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retcuUr wcelh cream check and in part from the sale of some of hs 
steers. Oinstdcnmi Mr Mo-^ans past ccpenencc suth the bank and hrs 
success m op'-ratinn his farm Mr Gravson made Mr Morgan the $5 000 
loan. 


INTERIM FINANCING OF MOR7GAGES=^ 

The use of commeraal bank credit for interim financing is confined 
largcl) to mortcage bankers A mortgage banker, as defined b\ the 
Mortgaf'c Bankers Association of America is an organization basing as 
Its pnncipjl actnitN the ongination and servicing of mortgage loans for 
imcstors This definition nould etcludc those entities tlut have been 
organized onl) as a supplement to some other acuvitj Mhile mortgage 
compan) afliliatcs or subsidiaries, of home builders or prefabneated 
home manufacturers would be excluded from new membersKip in the 
M n.A their operations arc basicalU similar to those of mortgage 
bankers Thus the credit standards for Joans to such captive companies 
arc basicall) the same as those applicable to mortgage bankers 

Background 

Pnor to 1930 most mortgages, particuIarJv those on residennal prop- 
erties were for three to five) car maturities and seldom provided for 
amortization of pnncipal * There was little uniformit) among lenders as 
to terms and provisions of documents, appraisal techniques or credit 
standards for borrowers These mortgage loans were usuall) sold to indi 
vidual investors, although commercial banks had fairl\ substantial 
amounts m ilicir portfolios 

The depression of the carlv thirties and the resultant widespread de 
faults on mortgage obligations forablv demonstrated that these short 
term mortgages were not desirable investments Few borrowers were 
able or prepared to meet their obligations m full at matunt) Mortgage 
loans fell into such bad repute that for a time national banks were 
prohibited from making loans secured bv hens on real estate Wih the 
advent of the fcdcrallv chartered savmtrs and loan associations and the 
inception of the FHA Mortgacc Insurance Program in 1934 a sounder 

**Th % jtatenent on real estate monpages and inrcnm financing of mortnecs was 
piepared bj Ldgar \I McKinsterj s « pres dcfit of The First Nationaf Bank of 
Ch cago 

*®Siul B Klaman, “PosTwar Rce of Alortgage Companes** (Nauonal Btreaa of 
Lconormc Reseir^ Inc^ 1959) 
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approach to mortgage lending came about, providing for longer-term 
but fully amortized loans. The FHA program particularly standardized 
mortgage documents, provided minimum property and appraisal stand- 
ards, established minimum credit requirements for borrowers, and mini- 
mized the risk to mortgage lenders through its insurance provisions. The 
foregoing contributed to the creation of a mortgage market more national 
in scope, and large institutional investors, especially life insurance com- 
panies, were attracted to this new investment medium. 

However, the credit requirements of local borrowers frequently ex- 
ceeded the supply of funds available in their community. This led to the 
appointment of experienced local mortgage companies as loan corre- 
spondents for national investors. Mortgage bankers serving as loan cor- 
respondents have thus become important links in facilitating the flow of 
mortgage investment capital across state lines. 

The mortgage banker is typically a closely held corporation with a 
relatively modest net worth in relation to the volume of business handled. 
The principals should be specialists in the muddle of local laws relating 
to real estate and thoroughly familiar with the economic situation pre- 
vailing in their community. Through their close relationships with insti- 
tutions for which they act as correspondents, these mortgage bankers 
have access to a reservoir of investment funds not normally available to 
the individual borrower. 

Most investors choose to purchase completed mortgage packages and 
are unwilling to make construction loans or advances as work progresses. 
As a result mortgage bankers are expected to provide the construction 
financing on mortgages that they have originated. Thus, their own limited 
working capital must be augmented by liberal credit accommodations 
from commercial banks. 

Techniques 

While there is some seasonal fluctuation in the volume of business and 
also in the amount of credit required by the average mortgage banker, 
most are indebted to banks continuously in amounts exceeding their 
working capital. Thus, most commercial banks prefer to extend credit 
only on a fully secured basis, taking as collateral assignments of mortgage 
notes and evidences of lien covering the properties being financed by the 
mortgage banker. 

A principal reason for taking collateral is to provide the lender with a 
preferred position in the ev^ent of insolvency or bankruptcy. The absence 
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of aiN o h'-r sjbstanna! cfcd -o»- in most rnortcac- coTipames mav n»c 
the question of the need for cxi’Iatcral in the ettenson of credit to mort 
gacc banltrs. One anrwer is that the banVs arc tisualU providin::’ the 
rrajo' po'Tion of funds needed to onffinatc and cam mortsrages m 
process h-nsce it is onU prudent to maintain a ii-atchful cj c on the t\*pes 
of loan t)an^ onsiruted to examine the investors ‘taLc-out” or pur- 
chase, commitments, if am and to sec that each mortgage pledged as 
collateral tunas m a reasonable Icmrth of time This can be accomplished 
b\ rcquinni: phvsical possession of all documents necessan to mate good 
dclncrs toanimcstor 

mthin the broad category of collateral loans sexmr^ bs mor^ges" 
arc a number of sanations, including the following major n*pes 

1 Short term collateral loans secured b% comnuned mortcaees on completed 
properties. 

a S X to-mne iro"th collateral loans secured b\ commuted mortgages on prop- 
erties under construenon. 

j Collateral loans secured b\ committed mortgaecs on completed propcnies 
w hich moneages, b\ agreement, need no be deln ered for a specified penod 
Such loans are usual!) made to accommoda'e a rtliable and responsible 
mies*or whose forward commrments and flow of rniestment fimds are 
temponrOi out of balance 

4. CoIIa era] loans of six to nine months secured hn uncommrncd mortgages on 
completed properties. 

{ Co'hteral loans of one )ear or less secured b\ uncommitted but insured or 
guaranteed mortgaecs where the lending banL, b) agreement, automatical!) 
acquires title to the collateral at the marurit) of a non recourse note 

A smaller bank that finds the credit needs of its mortgage ba.nker 
customer exceed 1 s legal lending limit and w ho does not w ish to arrange 
an o\ crime with its mcrropoliran correspondent, maj elect to become 
successor mortgagee hy a recorded assignment from its mortgage cus- 
tomer This technique while somewhat cumbersome, does spread the 
lending limit over a number of borrowers The actual details— such as 
disbursements, recordings, insarance and title insurance— arc handled 
under agreement b\ the onpnating mortgage company Some banks wnll 
choose to purchase uncommitted mortgaecs on completed properties 
subject to a repurchase agreement extending 01 cr a penod of one to two 
^ cars. Such purchases arc usuallv nude at a pnee ranging from one to 
fisc points below the existing market for mortgages of the same general 
tt'pe and qualitt The repurchase option permits the seller to reacquire 
and sell elsewhere if 3 better pnee is obtainable 

Councru) J WTiedbrt “Trre-jn Financing of Real Esta c Morrgige Lwia* 
(Anencan Etnlm Assocuuon, 1956) 
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In the case of large FHA rental project mortgages under such sections 
as 608, 207, and 213, the FHA administrative regulations provide that 
assignments require the prior approval of the FHA Commissioner. Since 
such approval has been granted only infrequently, whereas participations 
between mortgage bankers and commercial banks are readily confirmed, 
many banks follow this lending procedure in order to assist their mort- 
gage banker customer. Administrative details are handled by the customer 
under reasonable supervision by the bank. 

National banks must be certain that they participate pro rata in each 
and every construction advance under these mortgages, due to the limita- 
tions of Section 24 of the Federal Reserve Act. This provides that banks 
may participate in an original mortgage, but may not purchase a partici- 
pation in a loan once made, unless the effect thereof is to make the bank 
the sole owner of the mortgage. 

Mechanics 

Loans described earlier as “collateral loans secured by mortgages” make 
up the bulk of commercial bank credit to mortgage bankers. The discus- 
sion of mechanics, therefore, will be limited to this category. State laws 
govern, and there are variations from state to state, but in general the 
following procedure will be found satisfactory. 

Collateral Note.— Most banks will find that their own form of collateral 
note will serve very well. Although bank counsel may recommend that 
a separate note be used and related to each specific piece of mortgage 
collateral pledged, practical considerations lead many banks to consider 
aU collateral as security for all notes. 

Endorsetnent of Mortgage N(?rr.— Except in the case of bearer instru- 
ments, notes should be endorsed in blank by the pledgor as follows: 

Pay to the order of 

Without Recourse 
Reliable Mortgage Corporation 
by James W. White, President 

Upon final delivery of the loan to an investor, the name of such investor 
may be inserted into the endorsement. 

Mortgage Assig}i7nent. —Except in the case of trust deeds, which are 
used in some states, mortgages or bonds require written assignments 
which may take the form in Figure 88. While some banks may require 
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that assi^rnmcnts be recorded tn their fa»or, a majorin* do not for the 
prcviouslv mentioned reawn that there arc no ether major creditors. 

CcTUfcste of Inithl Dish/rsrments.-^Advinccs under construction 
morrtratics arc made piecemeal against draw requests by the contractors 
and arc propcrlv supported bv xvahers of hen. The lending bank should 


Figure 88 Mortgage Assignment 


* "■ ktORTCACE ASSIGNMENT 

Cliicico. ICioou 

- 19 

Tht - ■ ■ ta ISiaou CorpnncioB. 

benbf fell. •■Dpi. etridct, tiut o*rr vixo T}l£ FIRST NATIONAL BLANK OF 

CMtCACO I Bauonil buAxef •ancunoa, • nonptc ta the *mout •'If 

lad freordtii i n _ . ■ , Co i r ntTi 

H t>aon«n« , mpthfr *t(h t'l ngho oi the aDdenicaH ib tny^j 

rrroniDC to aid tnoftpe* Aijvorbefaftef ctnnBc hj *imie of lowrurc or ethe^ue, 
ind luthonzet aU lltnk or uiy c^err ibereof •• (he AttBt of the eBdenipird, to exreuw 
lad deCeer ta aid Beak iseh other sftd funher dtRsin** ind eopptemrBUl •aicemeati, la 
(>>nra aiulMterS ta aid tUnk, pemmiet aid taoitt^Ce a it la ta aacennotled dueretioa 
me; from time to time determiac 



have some form of wntten instrument from its customer declaring under 
oath and seal the amount of money disbursed to contractors on behalf 
of the owner to the dare of initial pledge. The form in Figure 89 may be 
used for this purpose. Note that it incorporates a form of assignment so 
that separate indisidual assignments of construction mortgages will not 
be required. 

Certificate of Additional Diibursernents.—As additional pay»outs are 
made by the mortgage banker on construction mortgages already pledged, 
a positive dcclaraiorj' statement of the amount of such advance is required 
by the bank to support additional loans. The fonn in Figure 90 should 
be adequate in mosx instances. 

/wwrjwee.— With regard to builder’s risk, hazard insurance, and/or fire 
and extended coverage policies, some banks require that they be named 
co-bcncficiarj' in a loss-payable clause, as additional protection while the 
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mortgage is pledged to them. This necessitates execution of releases upon 
the sale of and receipt of payment for each piece of mortgage collateral 
involved. For practical considerations again, a majority of banks waive 
this requirement. 


Figure 89 Certificate of Initial Disbursements 


The first National Bank of Chicago 
Chicago, Illinois 

Gentlemen 

undersigned, in connection with a proposed loan from yon, hereby certiges that disburse- 
ments have been made on mortgage loans, the ofncc loan number and the amount of such disburse- 
ment being set forth below 

OfBce Amount ot Office Amount of Office Amount of 

Disbursements Loon No Pisburements Lean \'o Pisburs-meats 


Total of above disbursements 

In connection with each disbursement shown above, as having been made by us, we represent 
and warrant that we hare examined authentic aSidants of each contractor and each owner with reference 
to all sub*contractors and parties furnishing labor o* matenals under each contract, and authentic hen 
wai\ ers from each of them, and it appears from these affidavits and hen wajve-s, a)} of wbch are in onr 
possession, and from the amount of the remaining dzsbur^mentB, that there are suffiaent funds to com- 
plete the construction of each building free and dear of all claims and hens for labor, matenal, or otherwise, 
and that such funds, with other funds that have been paid us, will be suffiaent to p3> all items necessarj 
to procure purchase b> the committer, of each of the mortgages represented bj numb^ forth above 

We further represent and warrant that construction of tbe buildings at each of the properties, 
represented by numbers <et forth above, has been inspected b> us and fully meets any and all requirements 
of tbe permanent in\ estor, F H-A* O’* V^, as tbe case mav be In the cas#* of single family residences, the 
buildingr are at l^t under roof with plumbing and wmtig roughed in. 

The undersigned, ■ ■ ^ an Illinois Corporation does 

hereby sell, assign, transfer, and set otct unto THE FIRST NATIONAL BANK OF CHICAGO, a 
national banking association, and its successors and assigns, mortgages bearing the above listed office loan 
numbers, together with all nghts of the unde-signed in any way pertaining to said mortgages and now or 
hereafter existing by virtue of insurance or otherwise, and authorizes said Bank, or any officer thereof, 
as the Agent of the undersigned, to execute and deliver to said Bank such oth*T and further deffnitive and 
supplemental assignments, in forms *atisIactory to said Bank, pertaining to any or all of said mortgages 
as It in its uncontrolled discretion may from time to tame determine 

Yours very truly. 


ATTEST 


By 


Offiaal Signature 


Chicago, lUmois 
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At the lin-c each piece of co!btcral is pledged to the bank, together 
with the prc\iousU' mentioned forms, evidence of condition of title 
should also be submitted in the form of a preliminary* title search, a 
mortgagee’s title guaranty policy, or an attorney’s abstract. A rc\ic\v of 


Figure 90 Certificate of Additional Disbursements 
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one of the above should indicate that the mortgage being presented as 
collateral is a good and prior first lien on the property. 

It is suggested that the lending bank check the status of its collateral 
against the ledger records of its mortgage banker borrower not less than 
once each year. Particular emphasis should be placed upon construction 
mortgages in process, and every effort should be made to determine that 
there remain sufficient undisbursed funds to complete the planned im- 
provements free and clear of all liens. Waivers of lien should be on hand 
to cover all disbursements previously made, and a spot check should be 
made of canceled checks representing such disbursements. 

Those who do the checking should also review the borrower’s entire 
procedure for handling construction loans. 

Summary 

It is acknowledged that commercial banks that are active in this type 
of lending are making a valuable contribution to the betterment of their 
community. Properly handled, these loans provide a reasonable degree 
of safety and are usually made at an attractive rate. Since most mortgage 
banker customers seiwice the loans which have been sold to investors and 
are permitted to control insurance and real estate tax escrow funds, the 
lending bank is usually favored with balances that are more than com- 
mensurate with the amount of credit extended. It should be recognized, 
however, that the expansion of this type of credit has taken place during 
a period when national banks were able to make many loans indirectly 
via mortgage bankers which could not legally be made directly because 
of the limitations of Section 24 of the Federal Reserve Act. Recent legis- 
lation has liberalized the terms of this act sufficiently that many national 
banks may now choose to originate mortgages themselves that formerly 
were handled by their mortgage banker customers. This, of course, calls 
for a reappraisal by top management of the bank’s lending policies, to- 
gether with a re-evaluation of personnel to determine their capacity to 
handle such new responsibilities. 

INSURANCE POLICY LOANS28 

For a period of years the number of loans secured by the assignment 
of the cash surrender value of life insurance was extremely limited, and 

“8 The problems involved in making loans against the cash surrender value of life 
insurance are carefully discussed and analyzed in an article by Paul H. Bo\ydre, of 
the First National Bank of Memphis, Memphis, Tenn., in the Robert Morris Asso- 
ciates’ Bulletin (October 1958), pp. 25 ~ 34 - 
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t^e total noA B no*' partjcularl\ m «)Tipanson to the o\cr all total 
of banJ. Fmoerh, insurance was taken largeh to obtain additaonil 
p’-o'cc'ion on loans alreadv made. The pressure during the depression 
of the n netccn thirties, rcsulong from low interest rates and a decln' 
in earning assets, made it imperame that banks find escrv available source 
of earn ngs One result w as this increase in insurance loans There is still 
a difTcrencc of opinion regardinij the desirabilin of making a loan of 
this rvpe, particularh in an\ sul>stantul volume as usuall\ it is a con 
tinu nc loan, and a request for reduction and repavnnent is gcneralh 
looked upon with disfavor bv the borrower unless a defirute understand 
irg IS had at the time the loan is nude 

Because of firunaal dtfficuloes in times of stress, manv indivnduals 
borrow against the cash surrender value of their life insurance pohacs. 
This IS true where reads cash is needed bv both individuals and com- 
panies can) mg large poliaes on the lives of their pnncipal officers Most 
loans of this nature arc earned bv the insurance companies unless the 
bank interest rate is more favorable 

MTien banks make loans of this charaacr ihej must look bevond the 
mere fa« that an earning asset is being acquired Some consideration 
should be given to the purpose of the loan and to a definite program of 
liquidation If there is no income available for the eventual retirement 
of the loan, the banker mav find himself with a credit that can be liqui 
dated onlv bv cashing the value of the life insurance or upon the death 
of the borrower 

Considerable detail is involved m handling such Joans The banker 
must find out, among other things, that the policv is assignable, who has 
the nght to assign the polic), the amount of cash surrender value, and 
whether the premiums are paid to date Some insurance companies insist 
that their own forms of assignment be used, some banks prepare their 
owTi assignment and follow m a general wa) the questionnaire (Figure 
91) and the assignment form (Figures 9aA and 92B) prepared b\ the 
Amcncan Bankers Assoaation TTie questionnaire (Figure 91 or one 
similar) should be forwarded to the insurance companv and received in 
turn, with all questions answered before the preparation of the assign 
ment W hether the banker prepares an assignment that is acceptable or 
whether the insurance companv s form is used the assignment must be 
forwarded to the home office of the insurance companv for acceptance 
and a copv returned to the bank before the assignment is valid and 
binding WTicn the borrower repavs a loan under this arrangement, it is 
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necessary to release the bank’s interest in the policy; this is accomplished 
by the execution and delivery to the insurance company of a form of 
release as illustrated (Figure 93). To assure the bank that the policy con- 
tinues in force during the period of the loan, the borrower should be 

Figure 91 Life Insurance Assignment Questionnaire 


Fora N«. 16 


rofiM euicMCB mintco ahd emiiBuitb bt 
fillX MAHABCHCHT COKWtfSION 
> 4 CIICAN BAHKUS AISOCIATION 


LIFE INSURANCE ASSIGNMENT QUESTIONNAIRE 


(Prepare in triplicate and tend tvo copiet to company at aujgnmentt are taken) 


Date. 


To, 


Address 





Address ■ ■ - ■■ 




Please supply the following information regarrlmg yntir Policy .... 

mued to— — 



— — ^ — - — — — and return in iiamped emclope endoted 

Ketjuetc authorired by 


By 

lit! igTKtt lt» (iiaAiyit 


1. Premium paid to ■ ■ ' uft ' ' ~~ 

2, Anouni of premium due Annual?^ &»m,»nnti«»y Xfrtnthly 

3 Amount of prepaid premjumi. if any S 

4 Oth t'alue at of i fPividcndt radoded, loam not deducted) 

(■•iXtIlIt («tt 

5 Cath value of accumulated dividends 

6 Policy loam (if none. >0 indicate) ^ - — 

Date of your lo^n . .. ..Rate.. — % 

7. Any exmingawipnoicntj on record? keiD NoO 

If », to »hOTO?..— — - — — - — — 

B In the e^eni of premium default, the fallowing option ha* been dcngnaied a* automatic 

9 Name of prerent beneficiary if different from original named in policy — — 

10 Death lettl^ent bam LumpruroO Opuonal mode O (Deunbe) ^ — 

11. Agency or branch office through which premium* are currently being paid — , — 

12 "Will you *end duplicate notice of premium* due to asngnee? 

IS Will you send duplicate receipt* for paymemi to aijignee? 

14 Will you notify u* at the end of grace period if piemiurajarenot paid? 


Ye* D ^'o D 

Ye* □ No □ 

Ye* D No □ 


Date of imurance Compan/* reply 


(ktiiANCt ceaiAKT 


By. 


tUTROtJiiB ir(B>rv(e 


corriKHT t**! AWfiteAi tttttit tfi9enTi9» 


•«c ttt t <«*< 
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mjmrcd to forward all paid premium receipts to the bank to be filed 
\» irh the policy*. 

An illustration of this kind of loan is the case of Dr. James Brow-n, 
tv ho had a growing medical practice in a small citj’ for twent}- tears. 

Ficure 9:A Life Insurance Assignment Form (front) 


ASSIGNMENT Or UFC INSURANCE POUCY AS COLLATERAL 
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He owned a moderate home clear of encumbrances, and his income 
averaged in excess of $12,000 per year. Dr. Brown wished to refurnish his 
office and to purchase more modem equipment at a total cost of $3,000. 
He could make these purchases on the instalment plan, but preferred to 


Figure 92B Life Insurance Assignment Form (reverse) 

INDIVIDUAL ACKNOWLEDGMENT 

STATE OF _ 

COUVTT OF 

— — . , - I - of 19 ■_ -- - before ry pe'wntSjr ciase 

— - _ . (o ice knowtt to be tlte ladindaii — istaibed ta tad who 

neoMed lie on tJje revene esde tad tcioovledfed ts tac tbii be __ neented ibe 


My cotamiodon np ret. 


tJoUrj Fitblte 


CORPORATE ACKNOV/LEDGMENT 

STATE or . 

COUVIY OF 

On ike - < 1*7 of - i 9 — ^ before at pemsutU* tacy ■ 

- ■ % t» being by ov djJj ftan. «td dtpnte tad **7 thtt be mule* fa - — 
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m t' K ude Lyreof ihii he lawen the *«l of aU <xepwanon. tbit the eetl tSxb! to Bjd urcnmen* a Rth eorponte «J ihai 
n vu n tSixed by order cA the ^»rd ol Ojeonn of *»i4 eorpnniJ^a. »ad that fee t)p*d ha Kiat thotto by l\t teder 


My <r>erjs»s»on rrpun. 


A Mary ^sihe 


t>apfiate receKed tnd £led it ihrf Nwie office of tie Iwarer fa 




Offter 


borrow at the bank to reduce carrying costs. He placed his problem 
before John B. Warren, vice-president of the Second National Bank in 
his city, where he had carried an account with balances averaging be- 
uveen $900 and $1,200 for skteen years. Dr. Brown explained that he 
was able to pay $800 down on the purchase but would like to borrow 
$2,200 against the cash surrender value of his life insurance policies of 
53’575 fo P^y balance. He would retire the loan at the rate of $200 
monthly. In the circumstances Mr. Warren agreed to extend the credit 
as soon as the assignment could be completed. 
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Figure 9j Rtlcase of As«gnjncnc of Life Insurance Polic)’ 


RELEASE OFASStCNMENTOFUFE INSURANCE POUCY 
9m 9Am •* mSt mi mmm rf «W (mC** • » picT 
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chapter XVI 

LOANS ON 

ASSIGNED ACCOUNTS 


In the last chapter we saw what widely different types of 
collateral are used as security for short-term loans. Such loans are made 
against listed and unlisted securities, against foreign export bills, miscel- 
laneous merchandise stored in bonded warehouses, warehouse receipts 
covering grain in terminal elevators, cotton, chattel mortgages, dis- 
counted notes receivable, and the cash surrender value of life insurance. 

The proper handling of secured loans of these various kinds requires 
technical knowledge, experience, skill, and commercial intelligence. These 
transactions do not normally require the detailed policing and unusual 
attention demanded by accounts receivable financing. 

Loans against assigned accounts, or accounts receivable loans, involve 
a more complicated technique than the other typical secured loans. They 
are nevertheless being used more and more by bankers in all parts of the 
country to extend credit to commercial and industrial business enterprises. 

Primarily, this type of collateral is taken when working capital is inade- 
quate to support the credit required on an unsecured basis. Such instances 
would be; (i) for highly seasonal operations, (2) for constant credit 
when the accounts assigned are few in number and large in amount and 
require a minimum of servicing, (3) for a temporary period until the 
retention of profits already in evidence increases working capital to a 
point where collateral is not required, and (4) to support the continuance 
of credit (formerly on an unsecured basis) in an effort to permit the 
company time to work out its financial problems. 

Since accounts receivable financing has been used in many instances in 
a last effort to prevent an incipient insolvency many people concluded 


385 



334 MAKING THE LOAN 

tfut inso!\ cno must inc\ lubh follou this t\-pc of fininang It his been 
mcTcasint!!) used succcssfulh, howerer, n a great man\ cases n com- 
panson to each ease in \shich tnsoUcnc\ ma) ha\c followed No lo^sjcr 
IS the companv that pledges its recenablcs considered to be just one 
s»cp ahead of the shenfT The passing of the Assignment of Claims Act 
of 1940 uhich made possible the cxtensire use of the * loan program 
under Retruhnon \ * of the Federal Reserve S\stem following World 
Uar U and the populann of the notice filing” t\pe of statute, which 
has now been adopted in one form or another b) man) states, have 
dispelled the stitrma once attached to accounts receiv able financing 

HISTORY 

The widespread use of the open account, with provision for a discount 
for prompt p 3 )mcnt arose m large part from an effort to minimize 
losses on fluctuating paper currenev during the Qvnl War penod The 
populann, of the open account vvas also connected w^th the subsequent 
development m the commercul banking world, of loaning on an unse 
cured bins, Pnor to that most cvoluoonar) penod m our economic 
history. t)pical commercial loans of banks were made against notes as 
collateral These notes ongmated m two different manners as follows 
(>) as endorsed notes and trade acceptances ansing out of actual business 
transactions, which a business enterpnsc discounted at its bank, and (:) 
as notes receivable created for the purpose of fnendK accommodation 

The first specialized finance companv was organized in Chicago in 
1905 Few competitors entered the field unnl between 1912 and 1915, 
when other concerns of this t\pc were organized m Baltimore and New 
^ ork Ctrv TTic growth of accounts receivable financing was more rapid 
after U orld War I Banks then began to be interested The need for 
working capital was accelerated b\ the depression foUownng 1929 and b) 
the grow mg « eight of corporsre taxatron since /9J j The short term 
credit requirements of World War II matcnalh accelerated the volume 
of loans on assigned accounts Larger inventories, threatened shortages, 
dcla)cd government pavmcnts, and reing prices all put heav’) pressure 
on w orking capita! As a result, the v olume of accounts receiv able financ 
mg m both finance companies and banks expanded rapidlv following 
World War II and continue to expand 

* Under tha fjcDity the Armj the Savj or the Mantime Commmion would 
puarantj an agreed percentage of the loan m return for an agreed portion of the 
interest which increased witli the percentage of the guaranty Thu regulation was 
emnentlj successful 
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THE LAW AND ACCOUNTS RECEIVABLE 

Prior to making' any loan on accounts receivable or establishing a pro- 
cedure for lending on the security of assigned accounts receivable, you 
should obviously consult your local attorney. The state la'ws relating to 
accounts receivable are not uniform. Currently there is a strong demand 
to establish the Uniform Commercial Code, designed to eliminate the 
conflict of laws. Presently there are the so-called “validation” states, the 
states that require public filing (the recording statutes), and the State of 
North Dakota which requires book-marking. In the validation states mere 
assignment is suflicient to convey title, and the first assignee of an account 
receivable is entitled to collect the proceeds thereof, regardless of notifi- 
cation. Among the filing states there are many different procedures which 
effect the perfecting of notice. Further, there is the question of conflict 
of laws when the borrower is located in one state and the account debtor 
in another. 

The banker must be positive of the validity of the collateral. The prime 
essential in this connection is to make sure that the bank as a lender has 
complete and unfettered control and dominion over the accounts that 
are assigned to it. Under the decision of the United States Supreme Court 
in Benedict vs. Ratner,^ which is generally followed, the finest forms in 
the world will be of no use to the bank if it permits the borrower to deal 
with the assigned accounts as if they were his own property. If he is 
permitted to do so and bankruptcy ensues, the bank’s assigned accounts 
will probably be ruled to fall into the general assets for the benefit of 
all the general creditors. 

Prior to 1938 there was sufficient confusion in the law, and in that 
year the situation was thrown into further confusion when Congress 
adopted the former Section 60a of the Chandler Act.® Following the 
Klauder decision, many states adopted statutes attempting to remedy the 
perfecting of the assignment. On March i8, 1950, an amendment to 
Section 6oa of the Bankruptcy Act became effective which provides 
a remedy for the more undesirable features of the Klauder case.^ 

Clarification of what constitutes unfettered dominion and control by 
the assignee was spelled out specifically in a recent court case decided 
March 28, 1958. This involved The First National Bank of Chicago, 

“268 U.S. 353 (7925). 

^Klauder vs. Exchange National Bank. 318 U.S. 434 (1943). 

“ Milton P. Kupfer, “Sick Sixty Cured,” The Business Lawyer, V. No. 3 (May 
1950), PP- Z 73 - 
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defendin'; an assignment of rccmablcs due from The Nc\s Hasen QocL 
and Uat'ch Compant, debtor, which filed a petition for reorganization 
under Chapter \ of the Binlniprcv Act. ‘Lack of dominion’ bj the 
bank uas claimed b\ Arthur O Keefe, Jr^ trustee, and the United States 
of America 

TIic United States Court of Appeals (153 Ted ad 577) stressed the 
following reasons for holding that the assignment w as \-alid (a) the bank 
had appointed its own agent m the compan\ to handle and forward all 
collections rccencd m kind from the accounts assigned, (b) requiring 
the substitution of new accounts for those appearing doubtful of collec- 
tion or for mtrchsndisc returned (c) requiring an agreed upon ratio of 
collateral to loans, and (d) the stamping of companj’s records to show 
the assignment 

Assignment of Claims Act 

Some of the legal and practical obstacles that ha\e hampered accounts 
recenable finanang hasc been simiall) eliminated Before 1940 accounts 
due from the Federal government and its departments could not be 
validU assigned In that >car the Assignment of Oaims Act® was passed 
permitting the assignment of monies due or to become due under a speci- 
fied government contract when the procedure prescribed b\ the statute 
IS followed This is a notification srarme and requires that notices of the 
assignment be furnished to the conrracnng ofTiccr, the disbursing officer 
and anv sureties upon bonds issued m connection with the contract The 
statute is applicable onl) to contracts that involve $i 000 or more and 
that contain no prohibition against assignments 


The Uniform Commercial Code 

This code is the joint product of the American Law Institute and the 
National Conference of Commissioners on Uniform State Laws The 
project was undertaken in 1941 b) representatives of both organizations 
The Pcnnsjlvama Legislature enacted the code in April 1953 to become 
efTeeme July i, 1954 Massachusetts adopted the code cfTcctive October 
i, 1958, Kcntuckv, effective Julj 1, i960, New Hampshire and Ohio, 
effective Julv 1, 1961, Connecticut, effective October 1, 1961, Arkansas 
New Mexico, Rhode Island and Wvommg, effective January a, 1962, 
Illinois, effective Jul) 1, 1962, Alaska, effective December 31, 1962, New 
•31 U 5 .C 20] 41 U 5 C 15 
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Jersey and Oklahoma, effective January i, 1963; Georgia, effective April 
I, 1963; Oregon, effective September 1, 1963; and New York, effective Sep- 
tember 27, 1964. After six years of experience the Pennsylvania bankers 
reported the code® an improvement over the former law. After two years 
of experience Massachusetts bankers endorsed the Uniform Commercial 
Code. 'While it is not possible here to detail the application of the code to 
accounts receivable financing, the code is a modernization of the provi- 
sions of commercial law now scattered through seven major uniform 
acts and numerous statutes and case laws; its primary purpose is to sim- 
plify, clarify, and modernize the law governing commercial transactions 
and to provide uniform commercial laws throughout the country. Arti- 
cle 9 of the code'^ covering secured transactions, approaches the whole 
problem of the fundamental requirements for secured lending opera- 
tions, including accounts receivable financing. 

Advantages 

Years ago nearly all merchandise sold on credit terms by wholesalers 
was paid for by notes and trade acceptances running for perhaps six or 
eight months. These promissory notes and trade acceptances were always 
on hand to be endorsed and discounted as a means of obtaining bank 
credit. If additional bank credit was needed before the notes and accept- 
ances had been discounted, the owner of a business enterprise might 
exchange promissory notes with a friend, endorse the note he received, 
and discount it. Such a note is an accommodation paper. His friend did 
likewise. In those days a typical bank readily discounted both classes of 
paper.® 

Today there are not many lines of business activity in which it is 
customary to settle trade obligations by note. The accommodation note 
is largely a thing of the past. The modem bank would take the special 
guaranty of a friend of one of its borrowers if the guaranty was sup- 

® “After Six Years’ Actual Experience We Like the Uniform Commercial Code,” 
Pennsylvania Bankers Commercial Code Committee, 123 S. Broad Street, Philadelphia 
9, Pennsylvania. It should be added that not all students of this subject are in agree- 
ment regarding the desirability of the Uniform Commercial Code. 

’’“The Uniform Commercial Code— Article 9,” XLII, No. 6 (Feb. i960); Robert 
Morris Associates Bulletin, XLII (Philadelphia, Penns)^lvania) Homer Kripke,^ “The 
Modernization of Concepts Under Article 9 of the Uniform Commercial Code, The 
Business Lawyer, XV (April i960) No. 3, p._645. 

®The points of view of writers on banking problems from 1810 to 1859 con- 
cerning the relative merits of advances made against accommodation paper, as 
pared with discounts of paper representing trade transactions, are summarized in 
Harry E. Miller, Banking Theories in the United States Before 1S60 (Cambridge: 
Harvard University Press, 1927), pp. *7S“9- 
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poncd b\ fiiuncnl starcmcnt Trade acceptances are still used in sea 
sonal bus nesses where the manufacturer wants the retailer to tale the 
Goods out of season This relieves the manufacturer with respect to 
s*oraGC space and also perm ts him to hate an obligation for discount 


New Compenlei 

It IS quite obsious that onlv an estabbshed business can reh on unse- 
cured borrowings A new business, lading the historj of a product of 
merit or of a stable earnings records, must offer sccunt) Outside of cash, 
the most liquid assets arc accounts receisable and inventors Assuming 
that credit has been intclIigentU authon2cd, the accounts reccnablc arc, 
of course the more liquid because the imcntorj has already been sold 
Not being able to get unsecured credir, the new enrerpnse will probabU 
find tc desirable to supplement working cash bj borrowing on accounts 
rcccn able 

Growth Companlet 

Accounts receivable financing is a quick source of obtaining cash until 
the borrower can be certain that his needs are for long term or equm 
financing On the other hand, accounts receivable financing ma\ make 
It possilile for the borrower to avoid unncccssar) long term debt bj 
providing the cash required until earnings can catch up following an 
expansion period, thus avoiding the sharing of ownership cquitj or con- 
trol A companv with a continuing grownh ma\ find it desirable to bor- 
row on accounts rccavable in increasing amounts over the jears m order 
to avoid taking m a new partner or if a corporation, issuing more com- 
mon stock 

Other Advaniagei 

There arc a number of other advantages to the borrower m accounts re- 
ceivable financing It permits the discounting or pajung of bills promptlv 
It permits frequent and quick expansion and contraction of a business. 
It permits seasonal businesses to level production It permits savings 
through large purchases, such as carload lots It permits a conunuing 
source of operating cash, as contrasted to the annual liquidation required 
with an unsecured bne of credit It provides the means for improving a 
credit rating 
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VARIOUS ASSIGNMENTS 

On a Notification Basis 

Jones and Company are manufacturers of specialized machinery. In an 
operation of their size, they have sufficient working’ capital to manufac- 
ture and ship only one machine costing $20,000. Having manufactured, 
sold, and shipped' the machine, they must either shut their plant down 
until their customer, Roe & Company, pays them for it, or borrow money 
in some fashion to pay for the material and labor required to construct 
the next machine on order. While the management has a sound reputa- 
tion for integrity and competence, their financial backing is not really 
adequate for any of the previously considered types of loan. They have 
sold their machine to a concern whose credit reputation is impeccable, 
and, in view of Jones’ history of operations, the bank is confident that 
their product was soundly engineered and produced. In these circum- 
stances the bank might well loan Jones and Company $15,000 until it is 
paid for its machine. This loan would be secured by an assignment of the 
account receivable from Roe & Company. The bank would then take, as 
evidence of this transaction, its standard form of demand note (Figure 
95), together with a collateral agreement (Figures 97 A and 97B) and an 
assignment of accounts receivable (Figure 98). 

If it wanted to put this account receivable loan on a notification basis, 
the banker would write Roe & Company, furnishing them with a copy 
of the assignment and directing that the payment of the account be made 
to the bank. 

On a Non-notification Basis 

Most borrowers do not care to have their customers notified that they 
are pledging receivables in order to finance their operations. If Jones and 
Company felt this way and if the state law permitted, the bank might 
take its pledge of receivables on a non-notification basis. In this event it 
would not notify Roe & Company but would take the following addi- 
tional steps: 

1. The assignment might be more elaborate and would impose addi- 
tional requirements on the borrower. 

2. The bank would set up a collateral account under its complete con- 
trol, into which all payments on assigned receivables would be deposited. 
If, for instance. Roe & Company paid cash to Jones and Company, the 
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latter would turn it o\er to the bank to be deposited into the collateral 
account If the monies were rccencd m the form of checks, mone\ 
orders, drafts or an\ other was, the^ would be brought to the bank m 
tliat form and the proceeds would be deposited into the collateral 
account Tlic bank would take the borrower s own check onK forrepa\- 
ment of return merchandise The identical check's received the bor- 
rower from Its debtors prove the accounts assigned were not fraudulent 
and were in fact bona fide The collateral department should examine all 
such checks deposited m the collateral account An\ personal mone) 
orders cashier’s checks, or the borrowers own checks require an expb 
nation 

3 Tlic original ledger sheet of Jones and Companv containing tins 
account would be stamped with a legend stating that this account has 
been assigned to the bank 

4 The bank would take two duplicate copies of the invoices stamped 
with 3 specific assignment (see form of assignment on page 408) 

Tins in essence is the wa) accounts receivable finanang is handled on 
a non notification basis 

Blanket Assignments 

Tins transaction with Jones and Compan) is a simple one However, as 
3 manufacturer, Jones and Compan) will be selling to man) di/Terent 
purchasers Ic mav be that instead of having a long list of selected names 
for assignment and having to segregate the remittances on the selected 
accounts as received b) Jones and Compan) for deposit to the collateral 
account it would be preferable to have a blanket assignment This would 
assign to the bank all of the receivables of Jones and Compam, and all 
remittances would be deposited in the collateral account. In this t)pc of 
operation the margin required would normall) be greater to allow for 
past due accounts trade discounts and regular discounts TTic entire 
balance due from each customer must be considered rather than the indi 
vidual past due invoices when figunng the collateral margin because of 
the amount of paper effected b\ the delinquent invoices Under this 
5) stem, on the first dav of operanons the bank would take an assignment 
listing all names and amounts indiv iduallv Assuming the accounts assigned 
have an aggregate face value of Sioooo and the loan is made on a 75 per 
cent basis, it would then credit the borrower's checking account with 
$7 500 Each da) copies of the invoices for the new shipments would be 
batched, sent to the bank, and the total amount would be added to the 
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collateral pledged. A special form of assignment, which must accompany 
the new invoices, instead of only a list of names and amounts, would be 
put on the schedule in Figure 99 on page 406. To this form of assignment 
the following might be added; ° 

Form for Daily Alignment of Invoices When Using Blanket Assignment. 

All accounts receivable presently owing to us from our customers desig- 
nated in the attached copies of invoices, including all sums owing on these or 
earlier invoices. "We certify that all merchandise shown in each attached invoice 
copy has been actually delivered or shipped to the customer. 

Actually the invoices for several days’ production might be brought 
in at the time of a new borrowing. This would be preferable, so that new 
money would be advanced as consideration for the additional accounts 
assigned. As payments are received on the account, they are deposited 
into the collateral account. Assume that before any additional borrowings 
occur in this transaction, $2,000 is paid on the accounts and deposited 
into the collateral account. It is usual about once a week to apply the 
proceeds in the collateral account to the note to reduce the obligation. 
This gives the bank an opportunity to collect the checks and thus to 
have funds to apply against the borrowing. Asstiming that all the checks 
are cleared properly and application of the proceeds therefrom have been 
used to reduce the note of Jones and Company, the bank loan is now 
reduced to $5,500 secured by accounts aggregating $8,000. On the basis 
of loaning 75 per cent of the face value of the accounts receivable, now 
held by the bank, the company can borrow a total of $6,000. This means 
that there is $500 excess borrowing power, which the customer can 
acquire by simply signing another note. In the meantime, of course, with 
the additional shipments and the additional assignments, undoubtedly the 
collateral itself has increased. Usually at the end of specific periods, per- 
haps every thirty days or quarterly, the borrower will provide a. classifi- 
cation of the receivables according to their age so that the desirability 
or value of the collateral can be reviewed. 

Some banking institutions, wishing to avoid the continued issuance of 
new notes, release funds directly from the coUateral account to the bor- 
rower in exchange for new collateral. Numerous variations can be con- 
ceded, but the financing institution must at all times be positive that 
there is consideration for the pledge of additional collateral and that it 
has dominion over the funds. 

So far we have outlined the procedure for policing collateral at the 
financing institution to “insure dominion.” Risks inherent in taking this 
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n*pe of colh era! require a rcprrsnt*amc of the bank to v^r th- bo*- 
roufs pre*“is« funher to insure the "goodnes of the colh'crj!” 
Dun" $TJ'-h in\csn"3aom the duplicate assigned insoices arc checked 
against th** ledeer records to \cnf\ that thc\ continue unpaid, that all 
patmerts and credits for returns and allowances ha\e been reponed, 
and that the ledeer sheets are stamped to show the assignment Th* 
bank represenrans c also checks shipping documents against the unpad 
asurred invoices checks handling of merchandise rctumed ages the 
accounts cxam.nes correspondence on delinquencies and discusses them 
with the credit manacer, comparing such accounts with the high credit 
s*'own on the ledger cards during the past scar and noting the dates 
and amounts of the last pasments 


Loans to Contractors 

Rnanemg institutions must be espccialh alert when making loans to 
contraaors. Contractors are described as building contraaors. road con 
traaors, or am contractor from whom a performance or compleoon 
bond ts required IntanabK the bonding a)mpan\ , b\ sirtue of its appit 
canon for the bond or b\ case law, will ha\e a prior lien against the 
recctrab'cs unless there ts a consent to the loan b\ the bonding compant 
Such consent is seldom fonhcoming 

Factoring vs Accounts Receivable Financing 

In factoring the manufacturer sells his accounts rtctisable to a factor 
for cash and a: loo per cent of face laluc TTic factor actually buvs the 
accounts ou’nght He assumes all risks himself He takes o\cr the entire 
job of billing and collecting He is protected b\ the fact that he has 
prcsnousls approved the credit of the names of the accounts rcceirab’e 
that he will purchase The manufacturer ma\ have no liabilirv In ex- 
change for this, he pat's an interest charge and in addition, he pat's 
a fee for the nsk and the scmces of collection, usually a percentage 
of the volume of sales. This fee usually ranges between i and i*' per 
cent- 

In the case of accounts receivable finanang, the manufacturer is fulh 
liable and simpH pledges the receivables as collateral to his lubilin 
getting in return an advance of gencrallt 75 or 80 per cent of the total 
receivables. The manufacturer ukes the full nsk on the credits he has 
approved 
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The factor sends out the invoices stamped to remit to the factor. In 
accounts receivable financing, the financial institution and the manufac- 
turer treat the arrangement as strictly confidential. The customers are not 
notified of it, unless the financing is on a notification basis, ivhich is 
seldom the case. 

MECHANICS OF MAKING LOANS ON ASSIGNED ACCOUNTS 

Loans of this nature are generally made at a rate substantially in excess 
of the going rate on other types of loan. In certain instances additional 
service charges, ranging up to 3 per cent, are added, depending upon the 
size of the loan and particularly upon the number and size of the accounts 
to be handled. Some banks keep a cost record of any extra expense arising 
from the detailed work of handling such loans. Charges are not uniform 
and are determined for the individual case. Most loans, however, carry 
no service charge. Counsel for some banks advise against any service 
charges, feeling that the total cost to the borrower may exceed the usury 
statute of the state. Bank rates are less than the rates normally charged 
by factors and specialized finance companies, but are considerably higher 
than the rates that commercial banks in large cities charge for the other 
desirable types of loan. 

Prior to concluding an arrangement for a loan on accounts receivable, 
most banks will make a credit investigation of the borrower to determine: 
(i) that bookkeeping practices are adequate and proper, (2) that postings 
are up to date, (3) that collection effort is reasonably efficient, (4) past 
bad debt experience, if any, (5) the credit responsibility and paying 
record of the people to whom credit is granted, (6) what terms are 
granted and whether they are conservative or too liberal, (7) whether 
there are any shipments on consignment, (8) whether there are contra 
accounts or advances from customers, (9) if there are affiliated company 
accounts, (10) the average size of invoices, (ii) the quality of the prod- 
uct and the relative percentage of returned merchandise, ( 12 ) that pur- 
chase orders have no prohibition of assignment or other undesirable 
terms, and (13) whether discounts are taken or accounts are paid 
promptly. A complete classification of the age of the accounts payable is 
desirable. 

In this type of financing, detailed certified audits should be procured 
once annually. Aside from this, the bank Avill determine how frequently 
it wants interim financial statements. 

In setting up the line of credit, the bank management Avill want to be 
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sure tlut it Js establishing sufHcient bof^ou^ng capacity to take care of 
the borroucr's requirements 

It IS important to bear in mind that an account not basing an actual- 
or, n some states, porennal-cxistence ma\ not be > ahdU assigned m some 
states. The underhing theory is that no one can pledge anything that 
docs not at the moment exist and that may neser exist The actual exist. 
cnee of an account may be reasonably ascertained to a certain degree by 
having the agent or accountant of the bank spot<hcck the accounts and 
examine the delivery tickets on them Whether accounts have a suffiaent 
potential c-xistcncc—that is, thev arc legallv contracted to come into 
existence -IS an extremeU technical quesnon dependent on local law It 
IS recommended that the banks attorney be consulted before such ac- 
counts arc accepted 

Dotemlna What U Available for Security 

In finanantr claims arising under yyntten contracts whether with the 
Goyernment or vtith any other purchaser careful study should be gitcn 
to the proyisjons of the contraa providing for pav ment m order to deter- 
mine what JS really available for secunt) An assignment of a claim under 
a $100000 contract certainly has no collateral value until there his been 
some considcration-that is, until the delivery of the item or items that 
oblige the purchaser to pav It was the difhculry of finanang tcmfically 
expanded producaon that gave rise to the need for the ‘ loan guaranty 
program by tbc Army the Nav) and the Maritime Commission dunnjj 
AVorld War II A concern would receive a contract for war material m 
an amount far exceeding its capacity to finance from its regular vv orking 
capital It needed money to buy material and pay vyorkmen before it 
could create and deliver the items called for by the contract The con- 
tract itself had no collateral value uruul the ttenis wece nvuuifactuttd 
and delivered To bridge this gap. the ‘ V loan program was evolved, 
and. as previously noted the Arm), the Na\y, or the Maritime Commis- 
sion would guarantee an agreed percentage of the loan m return for an 
agreed portion of the interest which increased with the percentage of 
the guarant) The program was quite successful 

The financing institution must also he alert to avoid taking an assign- 
ment of orders It is onlj after a shipment that an account receivable 
comes into being There is no value in an order as such for collateral pur- 
poses Funher, the purchase order forms of a number of large companies 
have a proliibmon against assignment of the receivable arising out of 
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the order. In this event it will be necessary to get the consent of the 
purchaser m order to have an enforceable assignment 

Written Request for the Loan 

Most banks do not require a written request for the loan. However, 
many bankers insist that a request for a loan on assigned accounts be 
made by letter and not verbally. A draft of such a letter is prepared by 
the banker and given to the prospective borrower, who then copies it 
on his own letterhead, signs it officially, and turns it over to the loaning 
officer. Such a letter follows; 


, 19 

Reliable National Bank 
Minneapolis, Minnesota 
Gentlemen: 

The undersigned hereby applies to you for a loan of $ to be evi- 
denced by the promissory note of the undersigned, payable , 

with interest at the rate of % per annum, payable monthly, and to be 

secured by the annexed assignment of accounts receivable due to the under- 
signed. 

The proceeds of this loan are to be used in the ordinary course of business, 
and not to purchase or carry securities listed on a national exchange. 

Yours very truly. 


Approved 

By 


(Name of bank here) 
(Title of Officer) 


(Signature of borrower) 


The following is a typical, somewhat longer form: 

IP- 

Reliable National Bank 
Minneapolis, Minnesota 
Gentlemen: 

We have today assigned to your bank as collateral security certain of our 
Accounts Receivable. In connection with these Accounts Receivable, we have 
prepared statements showing the balance due us as of today from each cus- 
tomer. These statements are prepared as a method of physically evidencing 
the existence of the Accounts Receivable, and we have caused each of these 
statements to be assigned on its face to your Bank, the signature of the said 
Assignment in each instance being made by a duly authorized officer of this 
corporation. 

These statements we have today delivered to you to indicate a full and 
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coTi?Ic*c appropmtKwi of said Accounts to sour Bml, and we hertbs certtfj 
tha sour Bml now his and wSI hereafter be entitled to mamram unfettered 
do-nmmn oser said Accounts Receivable and each of them, and an) addniora 
thereto and tubi’itutions therefore tocether with the proceeds thereof 
It t$ understood that \ our Banl shall at no time be under an) dots to collect 
said Accounts Receivable so assitrned to sour Bank or hereafter assiened to 
sour BinV unless )ou elect to do so and joo shall not be liable to this com 
pans ncep* for v.31ful misconduct m respect of the collections of the aid 
Accounts Receivable 

\our5 mil). 


Speelet Agent 

Most small and mcdtum-sized banks as ssell as some large banks do not 
retjuirc the appointment of a special agent. On the other hand, sshcrc 
there ma> be a sizable line of credit, arrangements arc made for the 
appointment of an mdisidual as spcaal agent of the bank This individual 
IS ordinanl) an emplosce of the borrosscr He is nor an officer of the 
concern The bank and the borrower arrive at a mutual understanding 
as to who this individual should be The following form covers the tech 
meal procedure for making such an appointment 

DESIGNATION OF SPCQAL AGENT WITH RESPECT TO 
ASSIGNTD ACCOUNTS RECEIVABLE 
TTie understffned RELIABLE NATIONAL BANTs Minneapolis, Minne 
sota assignee of accounts receivable under assignment from 

as assignor does herebv designate as its special 

agent with the following authont) 

To receive the proceeds of all accounts receivable now or hereafter assign^ 
w hether said proceeds are in the form of cunenc) checks or other instruments 
of indebtedness, and to transmit said proceeds to this bank as soon after collec 
tion or receipt thereof as possible Deliver) of these proceeds to the bank mav 
b* arccwiiWhtd vVrrtrogb wAier one of tfie fofiowmg methods designated b) 
the undersigned 

1 Through handing to one of the note tellers of the bank taking his receipt 
therefor or seeing that the amount is immediate]) endorsed upon the note 
of the above mentioned assignor 

2 Through depositing said proceeds in an account designated 

— — — — — , Collateral Account said account having been 

opened bv the Rcluble National Bank for convenience in handling said 
proceeds and being sub)ect to the banks order onlv 
It IS further understood that in the event it shall m the future become ncces- 
sarv to allow credits to debtors upon anv assigned accounts covered b) this 
assignment on account of merchandise returned or inferior or damaged mcr 
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chandise, or for any other reason, or to make any adjustment of a credit owing 
by a debtor upon any account herein assigned, said allowance of credit or 
adjustment of said account may be made by the agent herein designated, but 
solely as agent of the assignee bank; and no such allowance of credit or adjust- 
ment of account shall be valid unless first submitted to and approved in writing 
by said assignee bank. Any merchandise or goods representing any part of any 
account hereby assigned, which are returned, shall be set apart and plainly 
labeled as being pledged to this Bank. No such returned merchandise shall be 
resold without the prior written consent of this Bank, and when resold the 
proceeds of such resale or any account representing the same shall be immedi- 
ately delivered to, or assigned to (as the case may be) this Bank. 

It is understood that the special agent hereinabove designated shall have no 
authority as the agent of the undersigned to do any act not herein expressly 
set forth. It is intended that this instrument shall survive the full payment 
from time to time of loans secured by the assignment of accounts receivable 
to Reliable National Bank, and that the same shall be operative until express 
written notice of modification or revocation thereof is given to the special 
agent by Reliable National Bank in person or by mailing a copy thereof 
through the United States mails, postage prepaid, to the agent’s last known 
business address. 

Dated at Minneapolis, Minnesota, this 

RELIABLE NATIONAL BANK 
By 

Accepted: 


Special Agent 


A form generally used for the handling of returned merchandise fol- 
lows: 


Reliable National Bank 
Minneapolis, Minnesota 
Gentlemen: 

I desire to advise you that the debtor named 

in an account assigned you by — — Invoice No 

requests a credit allowance upon said account in the sum of $ by reason 

of which allowance the above as- 

signor believes should be granted. 

As your special agent in the collection of this account, I recommend an 

allowance credit in the sum of $ upon this account, leaving a balance due 

of $ I desire your directions. 


Very truly yours, 


Special Agent 
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This particular instrumenr might range from one to five or more closelv 
typed or prmted pages. The example of a loan agreement in Figure 
at the end of that chapter is nnnsnally complete and seems to cover everi 
possible contingency, as well as the rights and privileges of each party 
A shorter form appears in Figure 98. r • 


Figure 94 Typical General Resolution 


Corpotafwori 

CERTIFIED copy OF RESOLUTIOM 


I9„ 


W« certify to 


that the board of directort of 


organized under the laws of the State of,. 


, e corporation 

at a rneatmg regularly held on 


— « 1^ adopted a reJolution. which hat baan recorded m the ofHaal rt nutej 

of the meeting A true copy of the recorded resoluhori it shown below It is still in force and not contrary to. or incon- 
sistent with, any provision of the corporation's articles of incorporation or by laws 


RESOLVED, that is approved as a depository of funds of th s 

corporation The representetives of this corporation vdio are euthonzed to transact its business with the banV 
ere the persons who from time to time hold the following offices or positions in this corporetion president 
vice president, secretery or traw<urAf. _ _ 


Each of them may so act alone except as otherwise provided in this resolution They may open accounts, 
maVe deposits end withdrawals, endorse checks end other instruments payable to this corporation end sign 
checks issued by this corporation All checks so issued shall bo signed by any of them 

Any check or other Instrument that Is endorsed or signed in accordance With this resolution rnay be paid 
cashed or accepted for deposit in any account by the bank without its questioning or being respons bla for, 
any personal or unauthorized use of the instrument or its proceeds by any of the authorned representatives 

FURTHER RESOLVED, that the same authorized representatives, acting on behalf of this corporation may 
borrow money from the bank end sign promissory notes for Hie loans in any emounrs and on any farms 
They may discount, sell, accept and request cdfocfion of any negot able or other instruments and contracts. 
They may pledge, mortgage and assign any assets of this corporation including real estate as security 
for payment of its obligations to the bank With respect to any borrowing discounting or other business 
With Hie bank, they may make end sign any endorsements guaranties collateral agreements and other 
agreemenh All promissory notes for loans by the bank shall be signed by any, of them 


The bonk may rely on certificetes by the president or secretory es to the names, titles and signatures of tha 
persons who now or in the future are the authorized representatives designated by this resolution The 
authority of every person who 1 $ so certified may be regarded by the bank as continuing under this resofu 
tion until it receives written notice that he has ceased to hold his office or position or that'fhis resolution is 
no longer In force 


(CORPORATE SEAg 


of •neffior 
' cor or ■ d roctor 


Tilt*. 


NOTE-n. p.ti,rapl. Ugmain, ' FURTHER RESOLVED" irwy E. (nj" rt. moliif.iin .Eicli ii .JoptaJ al ^ '' 

tfw corporaf on wifi ifmpfy carry • cfiocLng eccouirf bof not borrw monoy or fronwcf ©>W buunasi a' ♦♦> it** • parasr* 

eowHod from f!»« edopTod rotoJvfion U thowld of cowr»# bo eoneotW In tbo obovo eortifiod copy 



Figure 95 Demand ^»ote Form 


^ — ^19 $, 

dot* hr v^M t»c*n»i «i«»d*r»mn*d prom»« to 
poy ts «(>• enbr of KfLlASU NATICKAl SANK MINN£AK3l]S 

— -D elflfi 

»tH. .Ifemt 0f «.• rot. of. por «•<*» pw oo"o<« “"tS P«^ 

PoyobU of *£LIASU NATIONAL BANK MINNEAPOLIS PmMfnonf for p«yiTi.itf ^ 
profMt and neheo of JUkonef ar. wotvad by Mcl> axdCT •fdonat tmd guarantor huftof _ 
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LOANS ON ASSIGNED ACCOUNTS 

The fifth instrument, which lists the accounts pledged, is sometimes 
printed on the reverse side of a single-page form of assignment. It may 
however, be a separate form, showing the name of each debtor, the 
amount of the invoice, the date each account is payable, and, at times, 


Figure 97-^ General Form of Collateral Agreement (front) 

COLLATERAL AGREEMENT 

with 

RELIABLE NATIONAL BANK 


The undersigned, in consideretien of finenciol eccommodoiions by ibe Beni, egroos with the Bsnl es 
follows: 

1. All collateral of fho undersigned sliall be held by the BanV as security for ell oWlgatiofis of the 
undersigned to the Bant. Throughout this agreement "collateral’' means everything which the undersigned 
owns or has authority to pledge and which now or at any later time or times is pledged, sssignsd, trans- 
ferred or delivered to the Bant or is by any means or lor any purpose in the possession or nemo of the 
Bant or of another as agent or bailee for the Bant. This includes stocks, bonds, securities, negotiable 
instruments, money, chattels, contracts, claims, choses in action, judgments and documents of all kinds. 
Throughout this agreement “obligations" means at! direct end contingent indebtedness and liability of the 
undersigned to the Bank whenever created, incurred, existing or due. This includes all present end future 
indebtedness or liability of the undersigned (whether as principal or surety or as mater, accepter, endorse', 
guarantor or other signer) on or for any loan, note, bill of exchange, overdraft, this agreement, another 
contract, any money paid for the use or account of the undersigned or any other act, matter or thing. It 
also includes indebtedness owing to the Bank as trustee, Indebtedness owing both to the Bank and to 
another or others and indebtedness owing to the Bant in which a share or participating inferesf is owned 
by another or others. 

2. The Bank shell have a lien upon ell balances in any checking, savings, deposit or other account of 
the undersigned with the Bank, including any joint or other account in the names of the undersigned and 
another or others, as security for all obligations of the undersigned end if may charge, apply or offset any 
such balance against any such obligation that for any reason may be or become due. 

3. With respect to the collateral the Bank is authorized at Its option end in its own name or the 
name of the undersigned (a) to demand and receive all payments doe on account thereof, (b) to main- 
tain any action, suit, foreclosure or other proceeding which it deems advisable to enforce or collect 
any such payment, (c) to cause any stock or security to be registered in its own name as pledgee or other- 
wise, (d) to do whatever It deems advisable in order to acquire possession of or prevent loss with respect 
to any goods evidenced by any shipping or storage document or receipt, (e) to endorse or execute 
an assignment of any Item of collateral or any check, draft or other instrument received as a paymenl 
on account thereof, and (f) to extend, renew or «fmpromise any such Item or payment. Hov'ever, it is 
understood that the Bank will have no duty to exercise any of the powers hereby granted or under any 
circumstances to notify or proceed against any maker, endorser or surety or in any manner to act to 
preserve or enforce any liability. 

4. The undersigned will pay to the Bank the amount of all reasonable expenses, including attorney’s 
fees, paid or incurred by the Bank in connection with preserving, renewing, securing, collecting or enforc- 
ing the collateral or any obligation of the undersigned 

5. Notwithstanding any maturity or due date stated in any existing or future note or othe' Instru- 
ment, ell obligations of the undersigned shall, at the option of the Bank and without police or demand to 
anybody, become forthwith due end payable upon the occurrence of any the condltio'^s or r/ents 
following: (a) the failure in business or insolvency of the undersigned howe/er evidenced, (b) the filing of 
a petition by or against the undersigned in bankruptcy or for reergan'tzatien or relief uncer tne bank- 
ruptcy laws, (c) a general assignment by the unde/sigred for benefit of creditors, (d) the eppointrre-t 
of a receiver, trustee for creditors or other liquidator of any property of the undersigned, (e) the entry 
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the number of each oice This is the detailed record of the secunty^ 
for the loan and is of the utinost importance This schedule appears m 
Figure 99 and is usually pnnted on the reverse side of the assignment of 
accounts receivable m Figure 98 


Figure 97B General Form of Collateral Agreement {reverse) 

of ^ny iiAgioont Ih* sndarvgnvJ, ^ mmc* oo A.* tanl of a 9am ihaa tvmnoni or oo‘<$ ot 

attadlmant or kvy *1 any aeftoa or ptoe»ofj<q m oMt A>a irArngnod ■> tiamad at a party [gj tfia 
of Aia UMian<9nad. M A* dxo>wy by A* Bati ol any nMKaptaaartalwsn by tU ii>yfert.g-«,i or 
by trrf ofkor or agaat of t)ia m 6 »riigr<od, wfuch parta m to <ta fnaacial conation or raspombiEfy ol 
Itia iv>(lert>gnad. p] falura by Aa undarv^ad apoa damaad. n t‘>a ava^t of dapraoation in va^l• of 
<fi« caCataral to raduca tha ^Cgafuns of t*>a an J ei u qned or fladga addihenal eoSataral at raasonab^ 
raquattad by tanl. or Q any datai^ m paymont ahan dwa of any pr nopal or aitarait of any 
obCgatioa of tfia andam^iad. 

i Upon fali^ by tf>a unda^nad to pay any obTgalion wtan dua afiatber cfja at tfi# Banl i 
option or oAarvita tfia BanV it irrevocably aotf^ntad bat not raqu rad, to ta\ fortliantK or at any la^ 
tma or tanai, any or aS of tfia coBafaral. ■odkid'ng any nagotabla mftmmanh eemmaroai paper and 
cfietai m a'tion. Snefi u a or tt-ot may ba made pnvatafy at brclar t beard, at public auction or in any 
c*f<or rianner and arrftioi/t any pran o m demand for payment or any notice of tfe ta a to Ae andar 
vjned or any oAtr pemon. tf any cudi aae ba at brolar 1 board, dock or cei'vnod'ty antf’tngaerpiiEc 
auction tt« Bank may it<a*f be a pmfiatar at (f<a tab end ahel held orarytfi ng to panfiated fraa from 
ary ngitt or tqwty of radmipfion of tfia tmdartiqnad Uia preeeadt of u a tbaB ho eppfad. fiat m pay* 
(nant 0^ al osth of ta^ and al arpenaai, uteSu^ng attomeyt feet. A>at may be pe>d ee mcmed by ff<e 
Sank in conntcfdn mt*i tfia tala or p ra p a n nq for tala or pretemn9 or attempt og <« enferea ffie esHaf 
araJ babra ta« ard taoond m paymani upon Aw obTiqalwnt of tf« wnderv^nad to ff>a Bank m 
order at ftw Sank may aUct tf any part of ff« praiopal or mtaratt of tucfi obTgation* rama nt wnpad 
Aaraeflar Aw inv^arsipHd tKal romem (ebW AWrafor If any oiipiit of Aw procaedi tamau* after ful 
poymant of tfw obT fatten rt tfwl ba fwld Kib)aet to Aw order of Aa imdartisnad. 

7 tf any note or otW awtrument aw d anemg en obS^aticn of A-# unde-nyiad n trantfarrad by Aw 
Bank 1 ^ tala diiccant or piadqa al or any part of Aw colataral may ba cW vared to Aie franiftraa e> 
taperata taewAy for Aw trantfarrad obCgafion Wfwvt ai^inng tf« ngfitj of Aw Bank n any ebCgtfiGn 
or eeSatera] ratamad by if OaSrary by tfw BarA to Aw trantfaraa of An a g raamant or a copy Itwreof 
tbaB eperata at an atogwnant of al ngfitt fwra u ndar wrAi ra tp aet to Aa ct 7 gatioo and coCataral 10 
trantfarrad and dalwarad, wiA Aw tuna affa*t at it a« og r ae m a nt ut Aw form faraof wbstitirting Aa 
nama of Aa Aantfaraa for Aw name of Aw Bank vara Awn t>grwd and defrrarad by Aw imdarvgnad 
for a censidaratien to tfw h a ii tf araa. 

8 Tim a a eoofuaimg egraamant applwabU both to pratartf and futioa Aa-tectio*t end taMwot 
batvean Aw imdartignad and Aw Bank. A tfwl bwd any araoitort. a^ nntretor* cuccatiort and a«»gnt 
of tfw imdartignad and dial banaTt and ba anfercoabla by any tvccestori and asiignt of Aw Bant Tha 

harnby granted to Aw Bank are m addition to and not a> tau of at oAar nghti »ti«)i it may have 
at e»y tme by reesm of any cAwr a r riiyr n e ii t or eel 


SIgiwd. and A COPIT HERK 3 F RECHVTO _ 


pf a cerporttion. afTu laa) 
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LOANS ON ASSIGNED ACCOUNTS 

The collateral department, in keeping careful records, might use the 
form in Figfure loo when computing the summary of current collateral 
and the loan value preparatory to another advance. 

The sixth instrument is the remittance sheet. Figure loi. This is also 
at times a specially printed form and at other times merely a record on 
a blank sheet of paper. Here the borrower gives the name or the number 
of the accounts for which checks are received in payment each day, the 

Figure 98 Short Form of Assignment of Accounts Receivable 
ASSIGNMENT OF ACCOUNTS RECEIVABLE, CONTRACTS AND INTOICES 

KNOW ALL MEN BY THESE PRESENTS- 

That the undersigned, in considcratioo of financial accommodations given, or to be given, or contioced 
to or furnished the undersigned by 

Reliable National Bank, Minneopolfs, Minnesofa 
(hereinafter called the “Bank”), and as collateral security for the payment of any and all indebtedness 
obligation or liability of any kind whatsoever, now or hereafter owing from the undersigned to the Bank 
(hereinafter called "indebtedness”), whether such indebtedness be direct or contingent, due or to become 
due, now existing or hereafter contracted, and wherever payable and including such as nay arse from 
endorsements, guaranties, acceptances, drafts, overdrafts, discounts or m any other manner whatsoever 
or upon notes or other evidences of indebtedness issued, endorsed, guaranteed or negotiated by the under- 
signed to other persons and acquired or purchased m any manner and held by the Bank and the interest 
on all such indebtedness and expenses, if any, which may be incurred by the Bank m cornectioa therewith, 
does hereby sell, assign, transfer and set over aod pledge onto the Bank all tbe nght, title and lotcrea! of 
the undersigned m and to all sums now or hereafter due and owing to the undersigned on all those certain 
accounts receivable, contracts aod invoices described m the schedule on the reverse side hereof, or m the 
schedule hereto attached, and all future additions to all said accounts receivable, contracts and invoices 
together also with all additional amounts, if any, payable under any contracts, purchase orders or invoices 
which arc amendatory, supplemental or in addition to the contracts, purchase orders or invoices above 
described, and does hereby full) authonae and empower the said Bank, its agents or attorneys, at its or 
their own election but without any duty or liability so to do, to tienand and receive payment said sumi 
or any part thereof and to commence, maintain or discontinue any action, suit or other proceeding which it 
or they deem advisable to collect or enforce payment of any thereof, to compromise, compound and settle 
any thereof, to endorse the name of the undersigned on checks, drafts or other instruments tendered or 
received for pajment of said sums, to repossess goods, wares and merchandise sold for Tbich said sums 
are owing, and to resell the same on such terms and for such pnccs as it deems advisable, and to do any 
and all other things which it or they in its or their discretion deem necessary or advn^able 

Tbe undersigned does hereby agree that if, in the course of us busmc'a, paj-n^nts are made to U m 
payment of or to apply on said accounts, contracts or invoices, that it wiH forthwith, upon receipt thereof, 
endorse, transmit and deliver to the Bank any and all checks drafts cash or other remittances which naj 
be received by the undersigned and the undersigned agrees that it will not commingle any of such monej 
or other remittances with any of its own funds or property but will hold the sane separate and apart from 
its own funds and m trust for the Bank until delivery thereof is made to the Bank. 

The undersigned further agrees as to those accounts receivable, contracts and invoices which hereto 
fore have been and still are assigned to the Bank and which are also included in tbe schedule above referred 
to, that this assignment is intended to be a reassignment thereof and an assignment of all additions thereto 

The undersigned further agrees that, immediately upon the execution hereof, it will record on all of its 
books and records pertaining to said accounts, contracts or invoices a notatifin clearlj setting forth tha* the 
same have been assigned to the Bank, or it will permit the Bank to record such notation 

This assignment shall be binding upon the undersigned its successors and assigns 

IN WITNESS WHEREOF, the undersigned has caused this instrument to be executed this 


day of 


19 
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old balance, allow ances if any, cash paid, total credit to the account, and 
the new balance, if not paid in full This is a \ery important form in 
handling property loans on assigned accounts 
Four other useful forms are resolution for facsimile signature, resolu- 

Figure 99 Form for Schedule of Accounts Receivable 


SCHEDULE 
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tion for additional pledgor, used to obviate the necessity of havino- execu- 
tives manually sign all invoices; form of waiver required when purchase 
orders restrict assignment; and loan agreement used in connection with 
assigned accounts receivable. These forms are illustrated in Figures 102- 
1 05 at the end of this chapter. 

Figure 100 Form for Summary of Collateral and Loans 


SUMMARY OF COLLATERAt AND LOANS 


BORROWER 


SUMMARY OF COLLATERAL 

SUMMARY OF LOANS 

PRESENT COLLATERAL 

AMOUNT 

% 

LOAN VALUE 

PRESENT LOAN 





NEW COLUTERAL 




NEW LOAN 


TOTAL COLLATERAL 


n 


TOTAL LOANS 


INSTRUaiONS 

APPROVAL 

OF OFFICER 

COLUTERAL 

DEPARTMENT 


Figure 10 1 Form of Remittance Sheet 


RELIABLE NATIONAL BANK 
Minneapolis, Minnesota 


Vlt adcit onrn*! ctoii by y. ra ol Acray.n R««iTj>le kentofiny 


Name of Account 
Of Nuudxr 

Old 

Balance 

' I>»count 

Allowance or 
Returned 
MerchandiK 
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Pwd 

Total Credited 
to Account 

Ne'* 

Balance 
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1 





1 
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Total asMuat of accounti auigaed ai por yoor booii. 
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Stampin9 Invoices on Non notification Basis 

As \v e have observed, the great majonty of these loans are made on the 
non notificaaon basts The borrower stamps on the two copies of each 
mvoice that is pledged, an assignment that reads somewhat as follows 

Minneapolis, , 19 

For value received, the within account is assigned and transferred by the 
undersigned to RELIABLE NATIONAL BANK, Minneapolis, Minnesota, 
and said bank is irrevocably authorized and empowered, in its name or in the 
undersigned’s name or otherwise, to demand, collect, sue for, and receive the 
same and to endorse, negotiate, or assign checks and other instruments tendered 
or received in full or partial pajincnt or compromise thereof, with full power 
of substitution and revocation 

THE DEBTOR OWING THIS ACCOUhJT IS HEREBY DIRECTED 
WITHOUT OTHER OR FURTHER INQUIRY TO PAY THE 
AMOUNT THEREOF TO SAID BANK AND THE RECEIPT OF THE 
BANK SHALL BE A FULL AND COMPLETE RECEIPT AND ACQUIT- 
TANCE FOR MONIES SO PAID 
(SEAL) 

The ongmal and one duplicate of each invoice so stamped are delivered 
to the bank Should the borrower go into bankruptcy, the duplicate in 
voice IS mailed by the bank directly to the account involved The rubber 
stamp IS signed by an authorized officer if the borrower is a corporation, 
by a partner m the case of a partnership, and by the owner m the case of 
a propnctorship 


Stamping Ledger Pages 

As the Items on the sheet are pledged, a stamp reading, “This account 
is pledged to the Reliable NaUonal Bank,” is placed at the top of the page 
It IS highly desirable to have all items due from any one customer pledged 
If for some particular reason only certain items on the ledger sheet have 
been pledged, the words “Reliable National Bank” are stamped beside 
those Items, and the word “Pledged ’ is stamped at the top of the page 


Checks Deposited Daily 

As checks come m to repay accounts, the borrow er separates those that 
are to pay pledged accounts, endorses them, and lists them on the remit- 
tance form shown in Figure loi TTie original checks are attached to this 
form and are either paid to the b ank for credit upon the loan or deposited 



LOANS ON ASSIGNED ACCOUNTS 409 

in a special collateral account, against which checks may be drau^n only 
with the consent of the bank. As amounts accumulate in the collateral 
account in excess of the required collateral, including outstanding as- 
signed accounts, such excess funds may be released to the borrower. 

Where the loans are made on a non-notification basis, no special en- 
dorsement appears on the checks to indicate to the maker that the re- 
ceivables were pledged. Advances usually are made up to 75 or 80 per 
cent of the aggregate face amount of the receivables, the 20 or 25 per cent 
acting as a reserve and also providing some allowance for discounts, 
freight charges, or trade disputes. By this process the customer is given a 
certain amount of flexibility in adjusting his receivables, despite the fact 
that they may be pledged. The banker invariably examines the quality of 
the accounts to be pledged beforehand and selects or admits only those 
that represent well-rated names. If names of poorer quality are admitted, 
the advances might be reduced from 80 per cent to as low as 50 per cent. 
Where an account runs slow, the banker generally insists that another 
one be substituted. 

Borrowing on a Notification Basis 

Where the loan is granted against assigned accounts on a notification 
basis, the invoice sent to the buyer by the seller bears a stamp reading as 
follows: 

For value received this account is transferred to the Reliable National Bank of 
Minneapolis, Minnesota. Please make remittance direct to them when due. 

A duplicate copy of the invoice is sent to the bank at the very same 
time. Under this arrangement the buyer of the merchandise knows that 
his account has been assigned to a third party to secure a loan and that 
he must remit to that third party when his account becomes due. Out- 
side of these two changes and the fact that no remittance sheet is needed, 
the procedure is similar to that followed on the non-notification basis. 

Experienced commercial bankers feel that a borrower who cannot be 
trusted to carry out an agreement on a non-notification basis is not en- 
titled to credit on any basis. Outside of the textile industry, loans on a 
notification basis are the exception. In addition to the moral responsibil- 
ity of those borrowing on the non-notification basis, the bank is addi- 
tionally protected, legally and practically, by the means taken to ascertain 
that pledged items are properly recorded on the books of the borrow er 
and that the checks received in payment of such accounts are promptly 
deposited by the seller of the merchandise. 



Figure 102 Resolunon for Facsimile Signature 



natures il asy by persons heretofore or hereafter authoneed to 
assign receivables la hchaU «f this corporation and 
WHERXAS The First National Bank of Chicago has indicated it is 
UBwiUing to comply vitb the foregoing request naless this Corpora 
tieo passes a resoluBon of its Board of Dirsctors titpressly autho' 
risiBg the assigning of accounts roesivshle upon ihs facsimile slgna^ 
hire of and and 

rslisving said bank from any duty to ascertain by whom such 
facsimile signature was alfiicd 
NOV THEREFORC BE IT RESOLVED that 

and of this corporation are 

hereby authorised to ast gn any and all accounts receivable of this 
corporation now enscing or hereafter created to The First National 
Bank of Chicago upon their facsimile signature 

BE IT FURTHER RESOLVED that any accounts receivable of this cor 
potation assigned to The Firet Nataonal Sank of Chicago as collateral 
security bearing or purporting to bear the facsimile signature of 

and shall pve said bank 

a good and valid first and pnor ben on eald accounts receivable to the 
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Figure 103 Resolution for Additional Pledgor to Eliminate 
Having Executives Sign All Invoices by Hand 


S.5S.T1P2CATE 

The undersigned, , hereby certifies that he 

Is the Secretary of ^ a 

corporation, and the keeper of Its corporate records 
and the corporate seal. The undersigned further certifies 
that the following Is a true and correct copy of a resolution 
which was duly adopted at a duly called meeting of the Board 
of Directors of said held on 

, 19 , a quorum then being present, and 

that said resolution Is set forth In the minutes of said meeting, 
and that said resolution has not been rescinded or modified: 

HESOIVED, that be, and he hereby 

Is, authorized to pledge or hypothecate as security 
to The First National Bank of Chicago any accounts 
receivable of this , 

and to execute and deliver any and all Indorsements or 
Instruments of assignment or transfer which nay be 
necessary or proper to transfer effectively to the said 
bank the property so hypothecated for delivery. 

IN WITNESS WHEREOF the undersigned has hereunto subscribed 

his name and affixed the seal of said 

this ^day of , 19 • 


Secretary of 


(Corporate Seal) 
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Figure 104 Form of Waner Required When Purchase Orders 
Restnet Assignment 


In coanccllen with the SnaBeing of our operation* we majr with to aeilfn to 
The F\r*t National Bank of Chicago money* due and to become due under purchaec 
ordere received from you Ve notice that your purchaee order* feeCrict aieignment 

We preeeatly latcnd ehataas gnment* be made on a aoo notircatioa biiia” 
and aecordjngl/ payment* will clear through ua unJea* and imlil you are notiiled to the 
eoBirary 


We wl*h your written cooient to tbeae aaeignmeeta U agreeable to you, 
will you kindly execute the form as cet forth on the eacloted carbon copy and return it 
to n« for our rceorde 

It le underiCeod your content relalea only to the mosey* due aad to become 
due aad deet not include aeilgarneat of the performance of the work 

Your* very truly 


The underaigoed hereby concent* to the aidgnment to The ritat National 
Bank of Chicago of tnoneye due aad to become due from it to (lB*ert name of your 
company) 


By_ 


***. 
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Figure 105 A Loan Agreement Used in Loaning against the Assignment 

of Accounts Receivable 


A LOAN AGREEMENT USED (N LOANING AGAINST THE 
ASSIGNMENT OF ACCOUNTS RECEIVABLE 


Reliable National Bank 
Minneapolis, Minnesota 


19.. 


SECURED BANK CREDIT AGREEMENT 


Gentlemen: 

The undersigned, , a corporation (herein 

sometimes called the “Company”) hereby applies to you (herein sometimes 
called the “Banks”) for lines of secured credit to be available from the date 

hereof until not exceeding the aggregate principal amount 

of Dollars ($ ) at any time outstanding. Such 

credit lines shall consist of lines of secured credit from each Bank not exceeding 
the respective principal amounts set forth in the appropriate column opposite 
its name in the table in Paragraph i hereof. Such Bank credit may be used by 
the Company in whole or in part, for the purposes hereinafter set forth, from 
time to time, repaid and used again in the discretion of the Company, and shall 
be available to the Company upon the following terms and conditions in this 
Agreement (herein sometimes called the “Agreement”) set forth: 

I. Each Bank, by its acceptance hereof below, agrees to grant secured credit 
to the Company at any time, and from time to time, from the date hereof 
until , 19. . by making loans to the Company within the limita- 

tions, conditions and terms herein set forth. The amount of the commitment 
of each Bank to make loans until the above mentioned date and the percentage 
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of the commitment of each Bank to the total commitments are set forth in the 
following table 


Name of Bank 


Percentage 

of 

Commitment Commitments 
to Total for 

Commitments Loans 


Reliable National Bank of Minneapolis % $ 

% 


Total 100% $ 

(A) Loans in the amount of $ , or some multiple thereof, will be 

severally made by the Banks to the Company upon closing dates, which may 
be any business day other than a Saturday, not later than , , 

to be fixed by the Company by three (3) days’ notice m writing to the Banks 
and Reliable Nat] Bank of Minneapolis as Trustee under this Bank Credit 
Agreement (hereinafter sometimes called the * Trustee”) against delivery to the 
Trustee of a promissory note (herein sometimes called the ‘'Notes’ ), payable 
to the order of each Bank m substantially the form of Exhibit “A”, accompanied 
by a certificate of the Company signed by its President, a Vice President or 
Its Treasurer m substantially the form of Exhibit “B ’ Each such Note shall 
mature but not later than , 

shall be dated as of the pertinent closmg date and shall be m principal amount 
which IS the same proportion of the total loans being made on such closing date 
as the particular Bank s commitment for loans bears to the total commitments 
of the Banks All such Notes shall bear interest prior to maturity at a rate of 

per cent ( % ) per annum 

(B) As compensation for the commitments of the Banks hereunder, the 

Company agrees to pay the Trustee for the account of each Bank a commitment 
commission as set forth m the following table on the unused portion of such 
Bank’s commitment from the date hereof until , or earlier termina 

tion, such amount to be payable quarterly, commencing 

During the Years 

Set Forth Below Commitment Commission 


By thirty (30) days notice in wmmg to the Trustee and each of the Banks, the 
Company may terminate or reduce the commitments in units of $ , such 

reduction to be applicable proportionately to the commitment of each of the 
Banks and in such event the commitment commission shall, after the effective 
date of the reduction, be computed upon the commitments as so reduced In 
case such temimation or reduction is made possible by other debt or equity 
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to the Trustee for the account of each Bank a terminadon fee of one-fourth of 
one per cent (i 4 of i % ) flat of the amount of its commitment being terminated 
or reduced. 

(C) The Company may prepay any of the Notes from time to time out- 
standing by five (5) days notice in writing, by paying the principal amount of 

such prepayment, in the amount of $ or some multiple thereof, together 

with interest thereon to the date thereof, but without premium unless the funds 
for such prepayment are derived directly or indirectly, subject to the provisions 
of Paragraph 8(f), from other debt or equity financing. In such event, a 
premium of one-fourth per cent (i 4 %) flat of the amount of such prepayment 
shall be paid. All prepayments shall be made proportionately upon the Notes 
held by the several Banks, having the earliest maturities. 

(D) All Notes to be authenticated by the Trustee, shall be executed by the 
President or a Vice President of the Company and attested by the Treasurer 
or an Assistant Treasurer of the Company. 

(E) Not later than io;oo a.m., Minneapolis time, on the date specified in each 
notice for a closing date hereunder, each Bank shall make available to the 

Trustee at its office, Street, Minneapolis 40, Minnesota, in 

Minneapolis Federal Reserve Bank funds, the amount to be loaned by such 
Bank. The Trustee shall credit the amount so received from each Bank to the 
general deposit account of the Company with Reliable National Bank of Min- 
neapolis, against delivery to the Trustee for the account of such Bank of an 
appropriate note of the Company in the principal amount so loaned by it, 
accompanied by a certificate in the form prescribed in Paragraph i(A) above. 
The note and certificate so delivered to the Trustee for the account of any 
Bank shall be forwarded by the Trustee to such Bank or upon its order. 

(F) Failure of any Bank to extend credit hereunder shall not excuse any 
other Bank from so doing. 

2. The Company represents and warrants that: 

(i) It has furnished to each Bank a true and correct copy of (a) its balance 

sheet as at together with related profit and loss and sur- 

plus statements for the twelve months ending that date accompanied by the 
certificate of independent certified public accountants with reference thereto, 

and (b) similar unaudited balance sheet as at and related 

similar statements for the ( ) month period ending that date. 

Said balance sheets and statements fairly reflect the financial condition of the 
Company as at said respective dates (including W'ithout limiting the general- 
ity of the foregoing, all liabilities and adequate provision for contingent 
liabilities of any type) and the results of operations during the periods 
indicated. No material adverse change has occurred in the financial condi- 
tion of the Company as reflected by said balance sheets and statements, since 
the dates thereof. 

(ii) It is a duly organized and existing corporation and is duly 

authorized to make and perform this Agreement and is duly authorized to 
execute and deliver the Notes. 

(iii) The execution of this Agreement does not, and the execution and 
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deliver} of the Notes, and the perfonnance bj the Compan\ of its obhgi 
oons under this Aereement and the Notes, will not violate any provision of 
law or of the Articles of Incorporation or Laws of the Companj, or an\ 
ag re e m ent, mdentare note or other mstniment which is binding upon the 
Company 

(iv) "nie Compan} has no subsidiaries and no investment, directlj or m 
direcdv in an\ corporation or cnim other than 

(v) The Compant has no debt of an\ n-pe for borrow ed iiione\ and there 
IS no hen upon its propenj except hens for real estate taxes not vet due. 

(n) The Companv is nor a part} to an\ material Imganon or admimstra 
ove proceeding nor to the knowledge of the Cbmpao} m anv material Imga 
non or administrative proceeding threatened against it, except 
(ni) The Companj has outstanding no guaranoes, except guaranties of 
products made m the normal course of business 
(ym) The Companj is not subject to renegomaon of anj war contracts. 
(dc) The federal income and excess profits tax returns of the Company 
have been audned through all fiscal j ears ending , and no claims 

are being assened mth respect to anj such taxes for anj j ears, except 
(r) ■\11 representations and warranaes contained in this Agreement or m 
anv assignments or other instruments executed pursuant hereto shall snrytre 
the execution hereof the makmg repajtnent, and successive remaking and 
repayment of the loans contemplated herebv 

3 The Companj agrees that all loans to be made hereunder shall be secured 
bj the pledge w jth the Trustee of “qualified” accounts, as herein defined, sans- 
factorv to the Trustee having a loan value for the purpose of this Agreement 
of per cent ( %) of the unpaid face amount thereof Such 

pledge shall be made bv the execution and dehveij to the Trustee of assign 
ments in substannallj the form of Exhibit C annexed hereto 
“Qualified” accounts receivable (herein sometimes called “Receivable”) shall 
be such accounts receivable (other than accounts which bj their terms are 
unassignable b) th- Companv and accounts owing bj emplovees, federal, sate 
or local government agencies), 

(I) which anse out of the business of the Companv widun the fonj -eight 
states of the United States, vnth residents thereof, and 

(II) which have a due date of not more than daj*s from the date 

thereof, w hich are not more than days past due and are not repre 

sented bj a negonable mstrument or other w ntmg the surrender of wluch 
IS required bj the obligors contract with the Companj for the enforcement 
thereof, and 

(i2) the goods giving nse to which such account has been shipped to the 
obligor, and 

(iv) the agreement of the obligor to pay which such account is evidenced 
bj an order m writing signed bv sodi obligor, which order is in the posses- 
sion of the Companj or the Agen» as herein provided, and 
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(v) in respect of which there is no pending claim for any credits, allow- 

ance or adjustment to obligors on account of returned or inferior or damaged 
goods, or for any other reason, and ^ 

(vi) such account is numbered by the Company and such account number 
is so indexed that such account, the name of the obligor, address, goods pur- 
chased, price, terms and balance owing are all readily ascertainable bv refer- 
ence to such account number, and 

(vii) which is subject to no other assignment, and in respect of which there 
are no defenses, set-offs or counterclaims against payment thereof, and 

(viii) which together with all other accounts receivable of the obligor 
presently assigned to the Trustee represent the total indebtedness of the 
obligor to the Company for goods sold and unpaid for. 

(IF 2nd PARAGRAPH OF 6 IS APPLICABLE, viii ABOVE IS TO BE 
DELETED) 

Anything in this Agreement contained to the eontrary notwithstanding, no 
account receivable owing by a corporation, partnership, entity or any other 
person domiciled or having a principal place of business in California, Idaho, 
Michigan, Missouri, North Carolina, Ohio, Texas or Utah shall have any loan 
value hereunder unless and until there has been furnished to the Trustee evi- 
dence satisfactory to it that appropriate notices or certificates have been filed 
in the appropriate place in pursuance of the statute of such state or states to 
entitle the assignment of such accounts receivable to the Trustee to a first and 
prior lien position. Such evidence shall in each instance be accompanied by an 
appropriate opinion of Company counsel setting forth the pertinent statutory 
provisions and the manner of compliance therewith. At intervals not longer 
than three months the Company shall file with the Trustee a certificate stating 
whether any other state or states have adopted so-called recording or notifica- 
tion statutes pertaining to the assignment of accounts receivable, and in case 
any additional state or states shall have adopted such statutes, accounts re- 
ceivable owing by a corporation, partnership, entity or any other person 
domiciled or having a principal place of business in such state or states shall 
have no loan value hereunder unless and until there has been furnished to the 
Trustee evidence satisfactory to it that appropriate notices or certificates have 
been filed in the appropriate place in pursuance of the statute of such state or 
states to entitle the assignment of such accounts receivable to the Trustee to a 
first and prior lien position. Such evidence shall in each instance be accompanied 
by an appropriate opinion of Company counsel setting forth the pertinent 
statutory provisions and the manner of compliance therewith. 

“Loan value”, for all purposes of this agreement, shall mean the value of 
accounts receivable calculated and determined in accordance with the provisions 
of this paragraph 3 hereof. 

4. The Company covenants and agrees that 

(a) It will at all times keep and maintain on deposit with the Trustee, as 
security for the outstanding Notes at any time issued hereunder, co atera 
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seconn rfiff dassifcatjoas set forth a Pang-aph 3 hereof having a 
zzzTKtix loan valse at least equal to the agereeate p-aapal amoiar of all 
of the Co i r pa ns s Notes frcr” tine to tme Esaed and onstaadag fcerc- 
cnder; and 

(b) If for ans reason at am nne the aggregate loan xalne of Jiie collateral 
scccnrv then on depose wrh the Trtstec shall be less than the pnrc-a] 
ar'onn* of the No*cs of the Con pan s then outstanding hereunder, the Co^ 
panv will forthwith pax the amocnr of such defic 5 *ncs or deposit wish the 
Trustee, to be held as part of rfie collateral hereunder, addmonal pTjpe*^ 
of the cdassihcations set forth m Paragraph 3 hereof to an aggiegiie anount 
suSoent at such loan values to maie up an\ such deficiency 

j The Trustee mar rely upon all schedules, whether attached to assignnears 
or otherwise re ce ived, as conct ard accua'e and shall be protected m am 
aeaon talcn m reliance thereon. The Trustee ma\, however, (but shall not be 
obhga'-ed to) ciaLe an tadependen' mvestiganon as to the truth o'" accuracs of 
anv sudi st2terv*at in anr such schedule and if such schedales appear 

to be untrue cr iraccun*e, ina% , m cs dactction, tale or refuse to tale an" 
action predicated the*wn. 

The C o n- p ant agrees that rt will a* anv tcTje upon request of the Trustee, 
execute and deliver to th^ Trustee such other and further nsaumeas. assaa- 
roens or transit’s of the p'opern a' ans nr-e held b\ the Trustee be*eC3d*" 
as til* TrusMe trm ta ks sole discretion deetn neees sa rv and adnsab’e in o’det 
to effect the assignnwn* and transfer of such p'o p e m and to subject the sane 
to ifw tems and pros tsioss of this Agreement. 

The Otnpxnv ag-ces sannlaoeouslv with eaih asRgnr'ea*’ to stamp aD of cs 
ledger s*'eets or o^t rcco-ds pertasn:^ to acc o unts so astigced wch the fol- 
lowing legend "This acco un t assigned to The RchabV Nanoaal Bank of 
Mmseapolis, Trcs»e.” 

For the coavciiience of the Co^-panv and to fzdbzaxe the deposn and with- 
drawal of Reoeivab'es purroanr to the tems hereof the Trustee ray, from 
tme to tene, drs^ta-’c. appozit and rcoove as ns agen* a casosal ba^ state 
bani or trust cempanv domg busnsss m 

The Trustee rav delesate to anv rjch agent such o' cs 
rights, powers and pTriJeges hereunder as u, tn ns so’e discretion, mar deem 
ctcessaij, desirable o-- p-oper Such asent shall eajo\ all of the cnr-uniaes 
herea given o-- granted to the Trustee under ths Agreement m dealing wri 
Recervab’es at am tcre deposied wiffi sudi agent or otherwise. 

6 Th- Cor-pam h-iebi agrees to use cs best efforts to coDect the amount 
dee on Receivahles ar anr tune held br the Trustee hereunder, and the Com- 
pany agrees that c will fonfawch upon recci|r trans^n and deliver to the 
Trustee am and all checks, drafts, cash o** oth'-r reumtances which mar be 
received bs the Companv a* ans tune or times enher in pannent o- on account 
all or any of the Receivables ar am tme hdd br the Trustee hereunder and 
that the Cempant will endo-^ all such drafts znA other renunan^s 

in such manner that the same mar be collected bj the Trustee, ard the Com- 
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pany further agrees that it will not commingle any such checks, drafts cash or 
other remittances which may be so received by it with any of the Company’s 
funds or property, but will hold same separate and apart from the Company’s 
own funds and upon an express trust for the Trustee until delivery thereof 
is made to the Trustee. 

If a debtor or an obligor whose obligation is a part of the property at any 
time assigned or transferred to the Trustee hereunder shall also be indebted to 
the Company on any other obligation or obligations, any general payment made 
by said debtor or obligor not specifically directed by said debtor or obligor to 
be applied on any particular indebtedness shall, as between the Company and 
the Trustee, be conclusively deemed to apply first on the Receivables held by 
the Trustee hereunder and should any remittance include a payment to the 
Company of an obligation not comprising part of such property, same shall be 
forthwith transmitted and delivered by the Company to the Trustee in like 
manner as set forth in the sub-paragraph next preceding, who shall duly trans- 
mit to the Company its check payable to the order of the Company for the 
amount of the proceeds of such remittance to which the Company is entitled. 

(IF 3 (viii) IS APPLICABLE, THE ABOVE PARAGRAPH IS TO BE 
DELETED) 

The Company agrees that if any debtor, owing any account receivable at 
any time assigned to the Trustee hereunder, refuses to retain or shall return 


any of the merchandise from the sale of which the account arose, the Company 
will immediately notify the Trustee thereof, explaining why such merchandise 
was returned, and the Company hereby sells, assigns, transfers, sets over and 
pledges to the Trustee, all merchandise which may be so returned. Ail such 
returned merchandise shall be set apart from the Company’s own merchandise 
and be plainly labeled as having been pledged to the Trustee, and the Trustee 
is hereby given a lien upon and the right to sell such returned merchandise at 
public or private sale without advertisement and to become the purchaser 
thereof at any public sale thereof. The Company does further agree that within 
ten days after notice to the Company of the refusal of any such debtor to 
accept or retain any such merchandise, it will assign, transfer and pledge to the 
Trustee other property of the classifications set forth in Paragraph 3 hereof; 
acceptable to the Trustee, in lieu thereof, having a loan value equal at least to 
the loan value of the amount which arose from the sale of the merchandise so 
returned, whereupon the lien of the Trustee upon said merchandise and all of 


the Trustee’s rights in respect thereof shall cease. 

7. So long as none of the events of default specified in Paragraph 13 hereof, 
nor any event which with the passage of time or service of notice or both 
would constitute a default thereunder, shall have happened or occurred, such 
withdrawal of collateral security hereunder by the Company being of itself a 
representation of the Company that the same has not happened or occurred, 
and subject to the requirements of Paragraph 4 hereof. 


(a) the Trustee shall permit the Company from time to time to withdraw 
any property at any time held by it as security hereunder, including the cas 
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proceeds thereof, upon the simaJtineous substitution of other property of the 
classifications desenbed in Paragraph 3 hereof, having a loan value at least 
equal to the loan value of the property so withdrawn 

(b) whenever, from tune to tune, the aggregate Joan value of the propert) 
on deposit with the Trustee hereunder shall exceed one hundred per cent 
of the aggregate principal amount of of the Company’s Notes then out- 
standing under this Agreement, the Company shall be permitted to withdraw, 
in the amount of $ or some multiple thereof, propert}, 

or the cash proceeds thereof, havuig a loan value equal to such excess 

The Trustee shall at least tw ice a month, so long as none of the cv ents speci 
fied in Paragraph 13 of this agreement, shall happen or occur, apply all pa}- 
ments made to it under Paragraph 6 of this agreement, together with all other 
appropriate pajments, collections or realizations, received by it and not with 
drawTT, to the pro rata pav ment of the pnnapal of the outstanding Notes 
In handling matters under this paragraph the Trustee m its discretion and 
without liabilit) may treat as cash uncollected cash items, such as checks 
8 The Companj cov cnants and agrees that 

(a) If any account receivable appears, m the sole judgment of the Trustee, 
to be uncollectible, or same remains unpaid for more than ihiny da}s after 
Its actual due date as certified to the Trustee by the Company, even though 
such due date be subsequent to the due date indicated by the invroice repre- 
senting such account, substitution of other property of the classification set 
fonh in Paragraph 3, will promptly be made by the Companj, which shall 
have a loan value at least equal to the original loan value of the accounts 
receivable which shall have so appeared to be uncollectible or which shall 
not have been paid 

(b) The Companj w J1 procure and at all times mamtain in full force and 
effect insurance contaming mortgage clauses payable to the Trustee where 
appropriate m good and responsible companies covering to their full insurable 
value, all property to the extent that such property is usually insured bj 
other companies in a simJar business In addition, the Company will maintain 
such other insurance as maj from time to time be reasonably requested bj 
any Bank and vviU also furnish the Trustee and the Banks from time to tunc 
with full information as to the amount, name of company, policj number 
and character of all insurance carried 

(c) The Company will furnish to the Trustee and each of the Banks, (1) 
on or before the last daj of each month, a balance sheet and operating state- 
ment of the Company for the preceding month, provided, however, that the 
balance sheet and operating statement for the last month of each fiscal j ear 
and the first two months of the new fiscal year may be tentative, pending 
adjustments to be shown b\ the armual audits of the books, records and 
accounts of the Company prepared by independent auditors, and (u) within 
90 days after the close of each fiscal year, a complete audit report prepared 
by Certified Public Accountants acceptable to the Banks, including a balance 
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sheet, profit and loss statement and surplus reconciliation and (iii) within 
fifteen (15) days after the close of each month a schedule showing the loan 
value of each item of collateral held by the Trustee hereunder as of the close 
of such month together with all borrowings and collections upon such Re- 
ceivables, in substantially the form of Exhibit D. 

(d) The Company will maintain current assets e^ual to or in excess of 
more than current liabilities. 

The Company s current assets and current liabilities for all purposes of this 
agreement shall mean, respectively, the total of such assets located in the 
United States and the total of such liabilities (including all Notes and all 
accruals, and particularly, without limiting the generality of the foregoing, 
tax accruals and the amount of any tax assessed regardless of the contest 
thereof) determined in accordance with accepted principles of accounting. 

(e) The Company except with the consent of the Banks shall not create, 
incur, or suffer to exist any indebtedness for borrowed money except under 
this Agreement and within the limits permitted by subparagraph (f) above. 

(f) The Company will not create or incur or suffer to exist any pledge, 
mortgage, assignment or other encumbrance of or upon any of its assets or 
property now or hereafter owned or of or upon the income or profits 
thereof, nor make any transfer or assignment of receivables with or without 
recourse; provided, however, that (i) with the consent in writing of the 
Banks at such times as the credit provided by this Agreement is being fully 
utilized, the Company may pledge Receivables as security for current bor- 
rowings made in the normal course of business on a collateral ratio not greater 
than that established by the loan values prescribed by Paragraph 3, so long 
as the Company first offers to make such current borrowings from the Banks 
and (ii) irrespective of the limitation in this subdivision (f) or elsewhere 
in this Agreement contained, the Company may at any time, subject to the 
provisions of Paragraph i(C), prepay all of the Notes then outstanding and 
secured hereby, and for that purpose, should the Company so elect, may 
arrange such financing or refinancing as may seem to be necessary or desir- 
able. Upon such prepayment all property of every kind and nature then held 
by the Trustee to secure said Notes shall, after the payment of the advances 
of the Trustee, costs and charges, be unconditionally released by the Trustee 
to the Company, and the provisions hereof shall in all respects cease to be 
effective. 

(g) The Company will not pay any dividends upon the Company s capital 

stock of any class (except dividends payable in its own common stock) nor 
purchase, redeem or otherwise acquire or retire any of its capital stock of 
any class except 

(h) The Company will maintain its corporate existence and will so com- 
ply with all the laws of the state in which it is organized and in the various 
states in which it does business, and will so observe, keep and perform all 
rules, regulations, laws, ordinances and statutes, both state and federal, or of 
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any subdivision thereof that it will not suffer the loss of any basic license or 
permit necessary in the operation, maintenance and performance of its corpo 
rate affairs In the event of such loss of any basic license or permit, the same 
shall not be deemed to be an event of default hereunder except upon un 
animous action of the Banks declaring the same to be a default 

(1) The Company will promptly pay and discharge all taxes, assessments 
and governmental charges heretofore and hereafter imposed, assessed or levied 
against it or against its assets, as well as all claims for labor, materials or 
supplies which, if unpaid, might by law become a lien or charge upon any 
property of the Company, except that nothing herein contained shall prevent 
the Company either before or after or with or without payment from law 
fully contesting, in good faith, by appropriate proceedings anv such tax, 
assessment, governmental charge or such claims that may be imposed, assessed, 
threatened or levied against it or from adjusting or compromising the same 
and the manner of the payment thereof 

(j) The Company has legal title and is lawfully possessed of all property 
at any time assigned, transferred and deposited to and with the Trustee 
hereunder, that it has good right and lawful authority to sell, assign, use, 
transfer, pledge and negotiate the same, and that the same will be true of all 
property hereafter assigned, transferred and deposited, and that ir will war- 
rant and defend the same to the Trustee for the benefit of the Banks against 
the claim and demand of any person whomsoever 

(k) The Company will not become a guarantor of any obligations of or 
an endorser or otherwise liable upon any notes or obligations of any person 
or corporation except in connection with depositing checks and negotiable 
instruments in the normal course of its business, and except for guaranties 
made by the Company of its products in the normal course of its business 

(l) The Company will not make or permit to exist any loans or advances 
to or any investments m any other person or corporation except that the 
Company may (a) purchase United States Government Bonds and obliga 
tions, and (b) make and permit to continue to exist loans or advances to or 
investments m other persons or corporations, so long as the aggregate amount 
of such loans, advances and mvestments at any one time outstanding 


(m) The Company will not create or participate in the creation of any 
corporation or other entity and will carry on and conduct its busmess in 
substantially the same manner and m substantially the same fields as such 
business is now and has heretofore been carried on 

(n) The Company will not merge or consolidate with, or into, any other 
entity, or lease or sell all, or substantially all, of its property, assets and busi 
ness to any other entity or dispose of or sell any substantial portion of its 
assets or property except m the ordinary course of business 

9 The Trustee may at any time (but shall be under no obligation to) give 
notice to any debtor of the assignment to ic of any Receivables and the Com 
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pany will immediately at any time upon the request of the Trustee notify in 
writmg all obligors and debtors under Receivables assigned or transferred to 
the Trustee under the terms of this Agreement of the fact of such assignment 
and direct all such obligors and debtors to make payment of their obligations 
and indebtedness directly to the Trustee. 

10. The Trustee and the Banks, or any of them, may from time to time 
appoint one or more representatives to examine the books, accounts, and rec- 
ords of the Company, and the Company agrees that the said books shall at all 
reasonable times be free of access to and open for inspection and copying by 
the Trustee and the Banks and their representatives. 

11. The Company agrees to pay and satisfy all reasonable fees, expenses and 
advances of the Trustee and its agents, employees and attorneys and counsel 
incurred in and about the conduct of the affairs of the trust created by this 
agreement, and the Trustee is hereby given a first and prior lien on all prop- 
erty at any time held by it hereunder, as security for the payment of all such 
fees, expenses and advances. 

12. If the Company becomes insolvent, however evidenced, or any default 
occurs or any attachment of any balance of the Company is contemplated or 
any other event occurs conferring upon any Bank the right to make any offset 
of indebtedness, any indebtedness from the Banks to the Company may be 
offset and applied toward the payment of the Note or Notes held by such 
Bank, whether or not such Note or Notes, or any part thereof, shall then be 
due. In case at any time any Bank, whether by set-off or otherwise, has pay- 
ment made to it upon its Note or Notes in a greater proportion than payments 
made on the Note or Notes held by the other Banks, such Bank so receiving 
such greater proportionate payment agrees to purchase a portion of the Note 
or Notes held by the other Banks so that after such purchase each Bank will 
hold an unpaid balance of a Note or Notes bearing the same proportion to the 
total principal amount of Notes at such time outstanding as existed in the 
original loans made by the Banks. In case any such payment is disturbed by 
legal process, or otherwise, appropriate further adjustments shall be made. 

13. In the event that any one or more of the following events (herein and 
in the Certificate, Exhibit “B,” called “default” or an “event of default”) shall 
happen or occur, that is to say, if 

(a) The Company shall fail punctually to pay when due interest or prin- 
cipal on any of the Notes issued, outstanding and secured by this Agree- 
ment; or 

(b) The Company shall fail to keep, observe or perform any other cove- 
nant, condition, term or provision of this Agreement required to be kept, 
observed or performed by it, and the Company shall not remedy such default 
within fifteen (15) days after written notice thereof to the Company by the 
Trustee; or 

(c) Any representation or warranty of the Company to any Bank under 
this Agreement or any certificate, accounts or other information furnished 
in connection with this Agreement shall be materially false; or 
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(d) Proceedings m bankruptcj or for reorganizauon of the Companj or 
for readjustment of an) of its debts under the Banhruptc) Act as amended, 
or anj part thereof or under anj other act or law, whether state or federal, 
for the relief of debtors now or hereafter existing, shall be filed b) the 
Companj , or 

(c) Proceedings in bankruptcy or for reorganization of the Companj or 
for readjustment of any of its debts under the Bankruptcy Act as amended, 
or anj part thereof, or under any other act or law, whether state or federal 
for the relief of debtors now or hereafter existing, shall be filed against the 
Compiany and be approi ed as propierlj filed or remain undismissed for thirtj 
(30) day's, or 

(f ) A receii er is appomted for the Company or for all or substantially all 
of the assets of the Company and said receiver be not duly discharged within 
fifteen (15) days from his appointment, or 

(g) An assignment is made bj the Company for the benefit of creditors, or 

(h) A final judgment m excess of 

IS entered against the Company which remains unsatisfied for 
more than thirty (30) days, unless said judgment has been duly bonded or 
Stayed pending an appeal, 

then and upon the happening of any one of such events all of the Notes of the 
Company issued under the terms of this Agreement shall become immediately 
due and payable, without demand or nonce of any kind, and the Banks and 
each of them shall thereupon be free forthwith to enforce payTnent of the said 
Notes of the Compnny Upwn the happening of any default, oc any event which 
with the passage of time or service of notice or both would constitute such 
default, the rights of the Company to borrow additional money or to make any 
withdrawals or substitutions of any property held by the Trustee hereunder 
shall forthwith terminate 

14 The Trustee, upon the happiening of any default may thereupon and 
ujxm the written request of a majority m number and amount of the Banks 
shall, exercise all or any of the following powers for the protection and en 
forcement of the interests and rights of the Trustee and of the Banks, namely 

(a) The Trustee, in such manner as in its discretion it shall deem best, 
may collect all sums due or to become due for principal or interest upon the 
property then held hereunder, and may institute and maintain any suits or 
proccedmgs against the makers, obligors endorsers, or guarantors of any of 
said property or others, and may enforce any secunty therefor and may 
take any other steps it may deem advisable to obtam pay ment of or realiza 
tion upjon any of said property 

(b) The Trustee, personally or by any agent or attorney selected by it, 
may sell all or any part of the projwrty then held by the Trustee hereunder 
and all right, title, interest, claim and demand therein and the nght of re- 
demption thereof, at public or private sale or sales, m the City of Minneapwlis, 
Mmnesota, or at such other place or places and at such time or Dmes and 
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upon such terns as the Trustee may fix, upon 5 days’ notice to the participat- 
ing banks and the Company but without any advertisement thereof. 

The Trustee may adjourn from time to time any sale hereunder by announce- 
ment made at the time and place appointed for such sale or at the time and 
place appointed for an adjourned sale or sales, and without further notice it 
may make such sale at the time and place to which the same shall be so 
adjourned. 

Upon the completion of any sale or sales under this Agreement, the Trustee 
shall assign, transfer and deliver to the accepted purchaser or purchasers such 
of the property as shall have been sold to said purchaser or purchasers and 
such assignment, transfer and delivery shall be conclusive evidence of the 
validity of the transfer thereby effected. 

The Trustee and its successors hereby are appointed the true and lawful 
attorney or attorneys irrevocable of the Company in its name and stead to 
make any necessary assignments and transfers of the property thus sold, and 
for that purpose it and they may execute all necessary instruments of assign- 
ment and transfer and may substitute one or more persons with like power, 
the Company hereby ratifying and confirming all that its said attorney or 
attorneys or such substitute or substitutes shall lawfully do by virtue hereof. 

The receipt of the Trustee for the purchase money shall be a sufficient dis- 
charge therefor to any purchaser of the property, or any part thereof, sold as 
aforesaid and no such purchaser or his representative, grantees or assigns, after 
paying such purchase money and receiving such receipt, shall be bound to see 
to the application of such purchase money upon or for any trust or purpose 
of this agreement or shall in any manner whatsoever be answerable for any 
loss, misapplication or nonapplication of any such purchase money or shall be 
bound to inquire as to the authorization, necessity, expeoiency or regularity 
of any such sale or sales. 

Upon any sale of all or any part of the property by the Trustee, the Trustee 
or any of the Banks or any group of them or any other persons or persons 
may bid for and purchase the property offered for sale, or any part thereof, 
without accountability in respect thereof except for payment of the purchase 
price; and in any settlement or payment of the purchase price of the property 
purchased, shall be entitled to use and apply any Notes issued under this Agree- 
ment by presenting such Notes in order that there may be credited thereon 
the sums applicable to the payment thereof out of the net proceeds of such 
sale after making the deductions allowable hereunder for the costs and expenses 
of the sale or otherwise, and thereupon such purchaser shall be credited on 
account of such purchase price payable by him with the sums so applicable to 
payment of or be credited on the Notes so presented. 

All remedies granted to the Trustee and to the Banks are hereby declared 
to be cumulative and no right or remedy shall be exhausted by any one exercise 
thereof. 

15. The net proceeds and avails of sales of any property and the net pro 
ceeds of all collections of or realizations on any property, together with any 
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sums which may then be held by the Trustee under any provision of this 
Agreement, together with all other moneys which may come into the possession 
of the Trustee as realization upon any property held by it hereunder, shall be 
applied from time to time as follows 

First To the payment of the costs and expenses of collection and of any 
such sale, includmg a reasonable compensation to the Trustee, its agents, 
attorney and counsel, and of all other reasonable expenses, liability and ad 
vances made or incurred by the Trustee 

Second To the payment of the whole amount of the principal and interest 
then owing or unpaid on all the Notes then outstanding hereunder, together 
with mterest at the rate of fi^e per cent (y%) per annum upon past due 
installments of principal and interest In case such proceeds shall be msufficient 
to pay m full the whole amount of the principal and mterest then owmg or 
unpaid, together with mterest on overdue mstallments as aforesaid, the pro- 
ceeds shall be applied first to the pa)rment of unpaid principal and second 
to the payment of mterest, ratably without preference or priority of any one 
Note over any other Note 

Third After payment in full of all such sums, the payment of the surplus, 
if any, to the Company, its successors or assigns, or whomsoever shall then 
be lawfully entitled to receive the same 

16 The Trustee shall not be liable or responsible for the value or validity 
of any Receivables or assignments or transfers thereof, security therefor, or for 
the validity, collection or enfoccemenc of any of the Notes, or for the value, 
enforceability or validity or other effect of the assignment or pledge of any 
Receivables, nor shall the Trustee be under any obligation or liability for the 
use by the Compan) of the proceeds of any of the loans which may be made 
to the Company hereunder, or for the application thereof, or for the apphcaaon 
of any moneys credited to the account of or paid to the Company upon its 
order The Trustee shall not be obliged to see to the existence or maintenance 
of any insurance The Trustee may act upon or in accordance with anj order, 
letter, assignment, certificate, instrument, receivable, note, release, statement, 
report, document or other paper believed by it to be genuine and to have been 
signed, endorsed or presented by the Company, and the Trustee is expressly 
reheved from any liability or responsibility therefor to the Company, to any 
of the Banks or to any other person The Trustee shall not be liable to account 
for property, collections or realizations on property at any time assigned or 
transferred to it hereunder until such amounts are actually received and col 
lected by it The Trustee shall not be answerable for any default, neglect, error 
or misconduct of any agent appomted by it in pursuance hereof if such agent 
shall have been selected with reasonable care The Trustee shall not be required 
to take notice of the occurrence of any default hereunder, or to take any 
action m respect of any default, and may for all purposes conclusively assume 
that there has been no default hereunder unless and until notified m writing 
thereof and requested to take action m respect thereto by a majority in number 
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and amount of the Banks, and unless tendered indemnity satisfactory to the 
Trustee against all reasonable expenses or liability in connection therewith or 
arising therefrom. Finally and generally, the Trustee and its officers, direcmrs 
and agents shall not be liable to the Company or to the Banks, for the exercise 
of its discretion hereunder, or for any mistake of judgment, or for any action 
taken, or for any omission with respect to any action or thing arising here- 
under, except for its own want of good faith. 

17. Any delay or omission of the Trustee or the Banks to exercise any rights 
or powers arising from any default, shall not impair any such rights, or powers 
nor shall the same be considered to be a waiver thereof or any accjuiescence 
therein, nor shall the action of the Trustee or the Banks in the event of any 
default affect or impair the right of the Trustee or the Banks in respect of any 
subsequent default or impair any rights or powers resulting therefrom. 

18. The obligations of the respective Banks under this agreement are several 
and not joint, and neither is nor shall be construed to be a partner or agent of 
the other. Each Bank represents and warrants that it is acting for its own 
account to employ a portion of its available loanable funds, and that it is not 
acquiring the Notes deliverable to it hereunder with a view to their sale or 
distribution, and that no public offering shall be made of the whole or any 
part thereof. 

19. The Trustee may resign at any time, and upon such resignation a succes- 
sor Trustee shall be named by a majority in participating amount of the Banks. 
The said successor Trustee shall be a national or state bank or trust company 
in good standing and having a capital and surplus amounting to at least 
$1,000,000.00. Any successor trustee appointed hereunder shall execute, ac- 
knowledge and deliver to the Company an instrument accepting such appoint- 
ment herein, and thereupon such successor trustee shall become vested with all 
the estates, properties, interests, rights, powers and trusts, and, as well, with all 
the functions of its predecessor hereunder with like effect as if originally named 
as Trustee herein, without any further act, deed, transfer or conveyance. Any 
company into which the Trustee may be merged or with which it may be 
consolidated, or any company resulting from any merger or consolidation to 
which the Trustee shall be a party shall be the successor to the Trustee herein 
without the execution or filing of any instrument or document or other further 
act on the part of the parties hereto, anything herein contained to the contrary 
notwithstanding. 

20. The Company may fix dates for closings hereunder (in this Agreement 
sometimes called “closing dates”) on business days on or prior to the time spec- 
ified in Paragraph i. The Banks shall not be required to make loans con- 
templated by this Agreement unless closing dates are so fixed to occur on or 
before such date, nor unless prior to or concurrently with the making of loans 
the Company shall have fulfilled the following conditions: 

(A) On or before the first closing date the Company shall have furnished to 
the Trustee for each Bank: 
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(a) Copies certified by the Secretary or Assistant Secretary of the Com- 
pan}, of the Company’s Amdes of Incorporanon as amended, B} Laws, 
Board of Directors Resolutions (and resoloaons of other bodies, if an} are 
deemed necessar} b} counsel for the Banlcs) authoriimg the execution of die 
Notes and this Agreement, and 

(b) A w-ntten opmion of the Company’s connsel addressed to the Bants 
stating that the Compan} is %abdl> oigamzed and eiistmg and is authorized 
to do business in the localrues m which it conducts its bustness, dut this 
Agreement has been tahdl} executed bj the Compan} and the agreements 
herein contained are binding upon it, that the Notes to be issued hereunder 
will upon execution and deliver} be valid obligaaons of the Compan} m 
accordance with their terms, that neither the agreements on the part of die 
Company herein contained, nor the issuance b} the Company of Notes here 
under nor performance b} the Company of any of its obligations hereunder 
or under the Notes, do or will violate any provision of law, the Articles of 
Incorporation of the Company as amended or its B} Laws or an} agreement, 
indenture, note, or other insmiment which is binding upon the Compan}, 
that the pledge of Receivables contemplated by this Agreement will create 
a good and valid first Uen thereon as security for the Notes, that no action 
or noa-acoon by an} governmental bureau, agenc} or commission is requisite 
to the validit} or enforceabOity of the Notes or this Agreement or, to die 
extent that the same may be necessary, it has been properly procured. 

(c) A true and correct certificate m the form of Exhibit “B” attached 
hereto 

(B) On each subsequent closing date the Compan} shall famish to the 
Trustee for each Bank a true and correct certificate m the form of Exhibit “B” 
attached hereto 

21 W’henever m this agreement an} provision is made for notice or demand 

to or upon the Compan} , or if at any time the Trustee or the Banks or an} of 
them shall desire to give notice or make demand to or upon the Company, 
such notice or demand ma} be given b} registered mail, directed to the Com 
pan} at , or at such other place as the Compan} 

shall have previously designated m writing, and an affidayit by an officer of 
the Trustee nr b^ any peisoD 20 jis eoifioj- or reprexBt 3 og or araang no behalf 
of the Trustee, as to such mailing shall be sufficient evidence as to the giving 
of such notice or the making of such demand 

22 The Compan} agrees that if any taxes shall be pa} able or ruled to be 

pa}'able, either b} an} federal or state authority, in respect of this Agreement 
or an} of the Notes or the execution or deliver} or issuance of anj thereof, 
b} reason of an} now existing or hereafter enacted federal or state statutes, 
It will pa} all such taxes so far as it ma} lawfully do so, including interest, if 
an}, and will indemnif} and hold the Trustee and any holder of the Notes 
harmless and mdemnified against any liabilic} or liabilities with respect of or 
in connection wnth an} such taxes. , 

23 This agreement shall be bmdiog upon and mure to the benefit of the 
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parties hereto and the respective successors and assigns of the Banks, and shall 
not inure to the benefit of any other person, firm or corporation. 

24. This agreement is subject to final acceptance in Minnesota and shall be 
construed in accordance with the laws of Minnesota. 

25. This agreement may be executed in any number of counterparts, each of 
which shall be deemed to be an original. 

The acceptance hereof by the Banks and approval by the Trustee shall con- 
stitute this instrument an agreement between and among the Banks, the Trustee 
and the Company. 

Yours very truly, 


Attest: 


By 

Its President 


Its Secretary 


The foregoing instrument is hereby accepted as of the date first above writ- 
ten by the undersigned Banks which agree to furnish the lines of credit and 
make the loans therein applied for on the terms and conditions therein set forth. 

RELIABLE NATIONAL BANK 
OF MINNEAPOLIS 


By 


Vice-President 


By 


Vice-President 


By 


Vice-President 


By 


Vice-President 
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The cndentgncd agrees to act as Trustee under the foregoing Bant Crtdc 
Agreement, subject to the terms and upon the condiaons therein set fonh. 


RELIABLE NATIOVAL BANK 
OF MINNEAPOLIS 


B> 


Vice President 


EXHIBIT “A" 


$ 


FOR V'ALUE RECEIVED, the undersigned, 

, a corporation, promises to paj to 

the order of 

the pnneipal sum of 

DOLLARS ($ ) patable tn lanful mone) of the United States at 

th* oiSce of Reluble National Bank of Minneapolis as Trustee, 

, Minneapolis Minnesota, on the of , 

19 , together with interest from date hereof untfl mammy at the rate of 

per cent ( *e) per annum, pavable monihlj on the fifth daj of 

each month and at matunt) and with interest after the expressed or ant 
accelerated matuntj at the rate of five per cent (5%) per annum 
TTus Note is subject to the provisions of a Secured Bank Credit Agreement 
under date of , 19 . between and among the Compan), Reliable 

National Bank of Mmneapolis. , 

and , to which Ag r eement 

reference is herebt made for a statement of the terms and conditions nnd»r 
which the loans m part evidenced herebj were made, are secured and are to 
be repaid, and under w hich this Note mav be paid prior to its due date or a 
due <hte accelerated This is one of the Notes mentioned in such Agreemerm. 


President 

The above Note is one of several Notes issued and which ma) be issued 
under and secured bv the terms and provisions of a certain Secured Bank 
Oedic Agreement dated , 19 , between and among 
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a corporation, certain Banks and Reli- 
able National Bank of Minneapolis as Trustee, and is entitled to the benefits 
of said Agreement. 

Dated: 

RELIABLE NATIONAL BANK 
OF MINTIEAPOLIS 
As Trustee under the above mentioned 
Agreement 


By 

Authorized Officer 


EXHIBIT "B" 


19 .. 


TO- 


Reliable National Bank of Minneapolis, 
Trustee under Secured Bank Credit Agree- 
ment between and among 

and various Banks 

dated • -1 ^ 9 - 

Each of the Banks parties to such Agreement 


Gentlemen: 

T ^ of • • 

’ 3 corporation, do hereby certify 

that as of the date hereof no event of default R,Se 

N,1ltl“Mt'=,poi as rVusiee; a.S other B^anhs name« and 
that no event which, with the giving of nouce or the lapse o ■ ^ 

may become an event of default under said Agreement exists, and that thn 
certificate is made and furnished to induce said Ban s to ma 

“VnS cTr^V^htl^rta ^ or is asserted against the Company 

TS furtercTtlify that the loan value of collateral on deposit svith the 

Trustee under said Agreement as defined t erein is 
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cordance with Schedule “A” attached hereto and that the aggregate of Notes 
outstanding hereunder after the making of loans on this date will not exceed 
such loan value 

I do funher certify and m arrant that the proceeds of the loans being made to 
m reliance upon this certificate will 

be used solel> for the purposes of 


EXHIBIT C 

For Value Received, the undersigned hereby sells, assigns, transfers and sets 
over unto Reliable National Bank of Minneapolis as Trustee under agreement 
dated , 19 between , 

certain banks and the Trustee (hereinafter called the “Trustee”), all the right, 
title and interest of the undersigned in and to the accounts receivable and sums 
(specified on the Schedule hereto attached and made a pan hereof) due, and 
to become due, to the undersigned at the times m said Schedule specified, from 
the persons, firms and corporations whose names are in said Schedule specified 
together with all security pertaining thereto 
Said accounts receivable and sums ate evidenced by invoices, copies of which 
are herewith delivered to said Trustee, and the undenigned expressly warrants 
that the names and the sums and the due dates thereof are correctly stated in 
said Schedule and invoices, chat all items covered by such invoices have been 
duly delivered to the purchasers thereof, that said sums are now, or will be, 
due and payable to the undersigned (had this assignment not been given) when 
and as specified in said invoices and Schedule, that no other assignments of any 
of said sums have heretofore or will hereafter be made, and that there ate no 
defenses, set offs or counterclaims against the payment of said sums The 
undersigned hereby unconditionally guarantees the due and prompt payment 
to the Trustee of said accounts 

The Trustee is hereby expressly authorized and empowered to ask for, de 
mand, collect, institute and mamtain suits for, receive, compound, compromise 
and give acquittances for, any and all sums owing, which are now or may here 
after become due upon said accounts hereinbefore refected to, to enforce the 
payment thereof either m its own name or m the name of the undersigned, 
and to endorse the name of the undersigned on checks and other instruments 
tendered or received m payment of said accounts 
The undersigned further hereby agrees that the undersigned will, forthwith 
upon receipt, transmit and deliver to the Trustee, any and all checks, drafts, 
cash or other remittances which may be received by the undersigned at any 
tune or times, either m payment or on account of all or any of the accounts 
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hereinbefore referred to, and that the undersigned will endorse all such checks 
drafts and other remittances in such manner that the same may be coUected 
by the Trustee, and the undersigned further agrees that the undersigned will 
not commingle any of such checks, drafts, cash or other remittances, which 
may be so received by the undersigned, with any of the undersigned’s funds or 
property but wiU hold the same separate and apart from the undersigned’s own 
funds and upon express trust for the Trustee until delivery thereof is made to 
the Trustee. 

The undersigned further agrees that, immediately upon the execution hereof, 
the undersigned will record on all of the undersigned’s records and books of 
account, showing or dealing with said accounts hereby assigned, a notation 
clearly setting forth that said accounts have been assigned to the Trustee on 
this date. 

The undersigned further agrees that if any debtor owing any account hereby 
assigned refuses to retain or shall return any of the merchandise from the sale 
of which the account arose, the undersigned will immediately notify the 
Trustee hereof, explaining why such merchandise was returned, and the under- 
signed hereby sells, assigns, transfers, sets over and pledges to the Trustee, all 
merchandise which may be so returned. All such returned merchandise shall 
be set apart from the undersigned’s own merchandise and be plainly labeled 
as having been pledged to the Trustee, and the Trustee is hereby given a lien 
upon and the right to sell such returned merchandise at public or private sale, 
without advertisement, and to become the purchaser thereof at any public sale 
thereof. The undersigned does further agree that within ten days after notice 
to the undersigned of the refusal of any such debtor to accept or retain any 
such merchandise that it will assign, transfer and pledge to the Trustee other 
accounts receivable acceptable to the Trustee in lieu thereof having a loan 
value (determined in accordance with said agreement dated 

19. . ) equal at least to the loan value of the account which arose from the sale 
of the merchandise so returned whereupon the lien of the Trustee upon said 
merchandise and all of the Trustee’s rights in respect thereof shall cease. 

The rights and remedies of the Trustee hereunder are cumulative and are 
not in lieu of, but are in addition to, any other rights and remedies which the 
Trustee may have under the provisions of said agreement dated 

, 

This assignment shall be binding upon the undersigned and its successors and 

assigns, and shall inure to the Trustee and its successors and assigns. 

IN WITNESS WHEREOF, the undersigned has duly executed this instru- 
ment at , this 

19.. . 


By 


Authorized Officer or Agent. 
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Revtev) (September 1949), pp 594-611 
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Article 9,” Robert Moms Associates Bulletin (April 1957) 
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INSTALMENT CREDIT 


Instalment loan and financing transactions are the major 
components of the broad consumer credit category. At the close of 1939 
consumer credit outstanding had reached §7,222,000,000. Of that amount, 
$4,503,000,000 was instalment credit, and the remainder, charge account 
credit, service credit, and single payment loans. 

By the end of i960 consumer credit outstandings had grown to $56,- 
049,000,000 of which $43,281,000,000 was instalment credit. 

It was during the intervening twenty-one years that banks made their 
greatest progress in the field of instalment credit. A number of factors con- 
tributed to this progress. Banks became increasingly aware of the social, 
economic, and political significance of all forms of consumer credit. In 
addition, they observed the successful operation of many consumer loan 
and financing agencies over a period of many years. Also, the experience 
gained by many banks in making loans under the provisions of Title I of 
the National Housing Act furnished convincing proof to them that in- 
stalment credit could be extended to qualified individuals on a safe and 
profitable basis. 

At the close of World War II substantial amounts of loanable funds 
were available to banks. The demand for these funds was relatively 
small, and interest rates on loans and investments were abnormally low. 
Instalment credit became a popular subject of discussion for progressive 
bankers seeking to serve better their customers and communities and to 
employ their funds more profitably. The American Bankers Association 
through its Instalment Credit Commission did much to promote the ex- 
tension of instalment credit by banks and continues to do so through its 
conferences, operating manuals, and other educational programs. 

Bankers embraced this new field of credit with varying degrees of en- 
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thusiasm Many employed the most capable men available m the mstal 
ment credit field and proceeded to build the busmess as rapidly as pos- 
sible Others preferred to utilize bank personnel and proceeded cautiously 
to learn by expenence In a relatively few years, instalment credit had 
earned a position of prommence m most banks and stood shoulder to 
shoulder mth the other major loan and deposit services of banks In the 
process, banks have saved the buymg and borrowing pubhc many mil- 
lions of dollars m loan and financing charges by keeping rates to the pubhc 
relatively low 

That banks have become the doimnant factor m extendmg instalment 
credit to the public is illustrated by the fact that $16,398,000,000 of the 
$43,281,000,000 of such credit outstanding on December 31, 1960^ was 
held by banks Sales finance compames had Si 1,134,000,000 m instalment 
credit outstanding on that same date, with the remainder held by retail 
outlets, consumer finance companies, credit unions, and other finanaal 
institutions 


TYPES OF INSTALMENT CREDIT 

Instalment credit has often been defined as an extension of credit re 
payable in two or more defimtel) scheduled instalments Basically there 
are tw o types of instalment credit The first and major type i s sales financr. 
mg, which is the purchase of a commodity or service on instalment 
terms In a sense this could be likened to an enforced savnngs program 
For a credit service fee the buyer can obtam the use of the product or 
service w hile accumulating the amount of the purchase pnee Nearly 75 
per cent of the instalment credit outstanding is sales financing, or mstal 
ment sale credit. 

The remamder is what is generally described as personal loan.-p r cash, 
credit. iMuch of this is traceable to sales financmg, nnee a large portion of 
personal loan credit is extended for the purpose of assisting borrowers to 
adjust budgets that may have become unbalanced as the result of impru- 
dent purchasmg, changes in mcome, or other circumstances affectmg a 
person’s ability to meet financial obligations However, personal loan 
credit IS extended for other than remedial purposes The budgetmg of 
large cash requirements, such as college fees, medical and dental expenses, 
busmess mv estments, and other items which are more converuently repaid 
on instalment terms, is often accomplished through the use of personal 
loan credit 

' Federal Retene Bulletm (October 1961), p 1111 
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BANK POLICIES 

The economic life of the majority of American families involves the 
use of some form of instalment credit. To meet the needs of their cus- 
tomers and to retain their good will, most banks find it desirable and nec- 
essary to furnish an instalment credit service. The instalment credit trans- 
actions handled by a bank generally outnumber other loan transactions by 
a wide margin. The scope of this service is a matter that each bank de- 
cides for itself. The decision hinges on many factors. Perhaps the most 
important is the knowledge and ability of the officers and staff to whom 
the responsibility for the business is assigned. When the staff is skilled 
and experienced in all phases of direct lending and dealer sales financing, 
the bank is able to derive the maximum benefit from an instalment credit 
operation. On the other hand, if the staff lacks experience, the bank will 
proceed more cautiously until it has determined that the business is being 
handled safely and profitably. 

The character of the competition in the market served influences the 
policy decisions of the bank. Generally speaking, banks do not attempt to 
compete on an equal basis with every other bank or loan and finance 
company in their area. Since banks generally charge lower rates than 
non-bank competitors, they cannot afford to expose themselves to the 
same degree of risk. This also applies to dealer sales financing arrange- 
ments. As a result, it is not uncommon to find that bank policies are 
more conservative than those of finance and loan companies. 

Restrictions imposed by regulatory agencies or statutes sometimes re- 
quire a bank to adopt policies that limit their freedom of action in some 
phase of lending. For example, it is possible that a state may have a law 
limiting maturities on instalment credit transactions to thirty-six months, 
but exempting government-insured or guaranteed obligations. Tins 
would mean that, to offer five-year terms on a home improvement trans- 
action, the bank must operate under the provisions of Title I of the Na- 
tional Housing Act. Banks often are not permitted to charge the same 
rates granted to licensed loan and finance companies. Special statutes 
covering instalment credit transactions have been enacted by many states. 
Banks are careful to comply with the spirit as well as the letter of all such 
laws and regulations. 

f'-^The amount of funds that can be allocated to instalment credit is an 
important consideration in formulating policies. If funds are limited, it 
may be necessary to confine operations to direct lending on a highly sc- 
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lective basis It is rare that a bank discontinues an instalment credit service 
for lack of available funds, since the pubbc’s reaction to such measures 
would almost certaml^ have a serious effect on the future of the ban^ 

Economic conditions in the community served by the bank are 
weighed along with the other considerations in making policy' decisions. 
The bank in a town that has only one major mdustry has an unusual busi 
ness hazard to evaluate The sale or removal of the industry, its failure, 
labor difficulces, all could create abnormal collecuon expenses and 
losses, smee most of the bank’s instalment credit would have been ex 
tended to employ ees of that mdustry 

By carefully evaluatmg all the factors involved, the bank will develop 
a pobey for each of the following items 

1 Ty'pes of credit to be offered 

2 Methods to be used to make the credit available to the public 

3 Credit standards to be established 

4. Operaang procedures 

5 Rates to be charged on each type of credit 

6 Matunnes for each ty'pe of credit 

7 Minimum and maximum loan amounts for each type of credit 
/ Business Development Methods 

Smee there are many agenaes competing for instalment credit business, 
any bank desinng to acquire a substantial volume of business must take 
aggressive steps to build the busmess 

Direct loan business is most successfully secured through broad and 
diversified promotional efforts TTie media employed include newspapers, 
radio, television, direct mail, statement enclosures, booklets, lobby dis- 
plays, car cards, and billboards Repeat borrowers often account for a 
Usge. y/astwyiv Vvefi. « vs rttxxsixty to m'w 

customers on a sustamed basis to mamtain adequate volume Borrowers 
usmg direct loan services usually become loy al customers as long as they 
are fairly treated, and such relationships often brmg other benefits to the 
bank 

While advertismg and other promotional efforts create customer ac 
ceptance of a bank’s service, dealer business must generally be acquired 
through soliatation by an officer or a member of the instalment credit 
staff to be successful, the bank’s representaav e must be able to convince 
the dealer that its plan offers him advantages to be found in no other 
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plan. The advantages involve the extent of liabilit)’ the dealer is required 
to assume, the amount of reserves or commissions to be paid, the speed of 
the credit service, the liberalitj’^ of the bank’s credit standards, its col- 
lection policies, rates, and the interest shown by the representative and 
the bank staff in making the bank’s credit sendee an important sales tool 
for the dealer. 

^'Personnel 

Instalment credit is a retail business and as such requires a staff of sales- 
minded officers and employees. The extension of instalment credit to 
individuals and families has long ceased to be a form of credit for a se- 
lected few. Hence, as in the sale of merchandise, the consummation of 
profitable transactions requires alert, tactful, courteous, and friendly per- 
sonnel competent to deal with large numbers of borrowers. 

Physical Facilities 

Bank interiors are gradually losing the cold and unfriendly architec- 
ture that typified them for many years. Modem instalment loan quarters 
are comfortable and provide the necessary facilities for confidential busi- 
ness. 

Smaller banks using only their officers for handling instalment credit 
transactions sometimes are unable to provide privacy and comfort be- 
cause of limited space and the need to be close to the bank lobby. Most 
larger banks are able to provide intertdew rooms or desks and, when 
necessary, conference rooms for transacting business with tlieir cus- 
tomers. 

X Stationery Forms and Equipment 

A large variety of accounting systems is available to banks. Almost all 
provide for some form of coupon payment book. Some smaller banks 
may use a passbook for entering customer payments, but these are much 
in the minority. The equipment ranges from complex mechanical or elec- 
tronic machines to the simplest bookkeeping ones. 

Legal documents, of course, are drawn up with the assistance of 
competent legal counsel. Credit statements, application forms, v ork 
sheets, and internal operating forms are usually designed to meet the op- 
erating requirements of each individual bank. While banks generally use 
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similar documents and forms, it ts rare that such forms are identical in 
appearance or content. 

Instalment Rates 

Most instalment credit transactions are based on a spcafic amount of 
credit to be repaid m a stated number of monthlj paj ments There are 
vanaoons but the) are largel) confined to special situations \Vh 3 e some 
banls discount a note at a desired rate, such a pracoce often results m 
the proceeds being a httle greater or a httle smaller than the amount re 
quested to be financed The general practice is to add to the amoimt of 
the credit request the interest or finance charges, computed m terms of a 
certain number of dollars per year for each one hundred dollars bor- 
rowed. For example, a bank maj loan a customer $ioo for which it 
charges $6 per hundred per )ear If the loan were to be repaid m 
eighteen equal monthl) instalments, the charge w ould be $6 for the first 
jear and $3 for the addiaonal six month penod, making a total of $9 
The customer would sign a note for S109, pa) able at the rate of $606 
per month This rate is called an “add-on rate,” since it is computed on 
the proceeds and added to them to determme the customer’s total obLga- 
Qon This rate is sometimes quoted as 6 per cent interest or just 6 per 
cent, but this is a misstatement, this is not an interest rate and should ne\er 
be so quoted b) a bank This method of computation is wndel) used b) 
banks and finance compames since it simplifies bookkeeping m that it 
eliminates the monthl) computaoon of interest on a declining principal 
balance 

A great man) factors must be considered by a bank in establishmg the 
rate it will charge for its instalment credit semces. The rate on funds 
employed is important as it determines whether the dollar mcome pro- 
duced on a gwen transaction is adequate in relation to the expenses m- 
Tolved in handhng the transaction Consideranon must be given to the 
cost of advertising, interviewing, credit m\cstiganon, and other opera 
tions mcidental to acquiring an instalment credit transaction The cost 
of funds, coUection costs, and administrative and overhead expenses also 
ha\ e an important bearing on rates 

If It w ere possible accurate!) to determine the cost of each instalment 
transaction, it would theorencall) be possible to make a charge that w ould 
assure a profit to the banL However, there are so manv lanables that 
banks must set their rates according to the a\ erage cost for a particular 
class of business 
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The following simple formula is employed to estimate the rate of 
charge that will produce the yield a bank desires from each class of 
business. 

o_ (N+i)Y 

zP 

C is charge desired for maturity specified. 

N is the number of equal periodic payments on the note. 

Y is the desired yield. 

P is the number of payment periods in one year. 

Take for example a two-year transaction on which a yield of 12 per 
cent is desired. The formula for arriving at the charge would be: 

^ (24-I- 1) 12 ^ :?oo ^ 

C = — or C = ^ — or C = 1 2.50 

2X12 24 

Therefore, a charge of $12.50 for each $100.00 loaned will provide 
the bank a 12 per cent yield on a loan repayable in twenty-four equal 
monthly instalments. In some areas, service charges are permitted to offset 
partly the cost of acquisition to a bank. However, such charges are im- 
portant mainly in connection with smaller loans on which interest charges 
alone are not adequate reimbursement to the bank. 

More and more states regulate finance and loan charges by statute. 
Usury laws generally are applied to direct loan transactions. It is likely 
that charges on all forms of consumer credit will some day be universally 
regulated. 

/• 

Service Charges and Fees 

(^When legally permissible, the collection of service charges and fees 
h^ps defray the cost of making and collecting on instalment credit 
transactions. iSome states permit lenders to charge an acquisition fee or at 
least to retain a minimum fee on any account that is paid in full a short 
time after the transaction was put on the books. The cost of filing or re- 
cording legal documents may often be passed on to the customer. The 
additional expense involved in collecting delinquent accounts may be 
partially recovered through late charges. 

The assessment of additional charges has 
that it tends to disguise the true cost to the b^rrq\yer. Some Congress- 
men have worked for legislation requiring full and complete disclosure 
of the costs involved in all types of credit transaction. Banks have gen- 
erally established add-on rates, which can be simply quoted and easily 
understood by their customers. Obviously these rates must be adequate 
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to cmcr an\ speaa! expenses \^hcn no fees are collected for them, thm, 
the cost of special attention is borne by all customers rather than onl\ b\ 
those n ho require jt. 

In this particular matter, the policies of banks \ar) widelj and for 
good reasons ^^^len statutes pemut onl^ a relativ el) low interest charge. 
It ma) be necessat) , if the bank is to cam a reasonable return on its funds, 
to make such supplementary chaxgcs as the law will permit. Hence, on 
the subjects of interest, finance charges, and service charges, a banker 
xn Illinois IS hkely to ha\e problems completely different from those of 
one in Arizona 

'' Credit Life and other Creditor Insurance 

Many banks offer group creditors life insurance, acadent and health 
insurance, or other forms of disabih^ insurance in connection wnth m 
stalment transactions In some cases the bank pays the premiums and m 
others the premiums are paid by the borrower or purchaser 

The greatest talue of these programs lies in the help they afford those 
suffering from death or disabiLty, which results incidentally m good 
public relauons for the bank After a death the widow or the estate of 
the deceased is rebel ed of the debt burdett Acadent and health or dis- 
abibiy insurance, depending on the terms of the pobey , can afford w el 
come rebel to a customer whom an acadent or illness prevents from 
w orking 

These forms of insurance are now closely regulated m many states. 
How cv er, the banks offenng such cov crages are usually w ell informed of 
their responsibilities by the insurance earner Under certain arcum 
stances banks may receu e expenence dividends or rate credits from the 
insuror Dependmg on state and national banking laws, it is sometinies 
possible to secure a modest commission or compensation for services 
rendered in connection with the placing of group creditors’ life and/or 
disability insurance Before acccpnng any such arrangements, banks are 
urged to examine carcfuUy the legality of the proposals 

Rebates 

It has become an almost umveisal practice for banks to refund un 
earned tune charges to customers who prepay their accounts Such pre 
pay ment rebates are usually based on the ‘ sum of the digits,’ or ‘ 78ths, ’ 
method Figure io6 is an abbreviated form of a rebate chart which is 
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used by many banks and is based on the theory that in the first month 
a twelve-month loan would earn twelve times the amount that it 
would earn the last month. Adding the digits 12, n, 10, and so forth 
through I totals 78-hence, the term “78ths” method. This method of 
computation applies to all loans that are to be repaid in equal monthly 

instalments and depends on the principal reductions being in equal 
amounts. ^ 


Figure 106 Rebate Chart 


Multiply the Not Discount by the Proper Decimal as Shown In This Schedule. 


The Result Is tho Refund Allowanco. 



The method of computing charges on irregular payment loans deter- 
mines the formula to be used in computing rebates on them. If each in- 
stalment specifies the amount of interest and principal to be paid, the 
task is simple. However, if the interest is averaged so as to make the 
periodic payments equal, even though they are not paid monthly, the 
rebate computation is a little more complex. 

* 

Dealer Plans 

A wide variety of arrangements is possible in connection with the 
p urchase of insta lment^ale.Ra per from dealers. 
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1 Full Recourse Under this plan the dealer unconditionally guarannes 
all paper sold to the bank, and if his guarant)’- is supported by an excel- 
lent financial condition, he will generally obtain the bank’s lowest dis- 
count rate 

2 Lnmted Recourse The dealer may agree to guaranty each contract 
sold for a short penod of time with the provision that in the event the 
customer defaults on the pajment of his obligation during the penod 
specified, the dealer remains liable for the full term of the contract, 

3 Recourse to Reserves A portion of the total time charges is placed 
m a resen e account w hen a transaction is purchased from the dealer Anj 
losses that subsequently occur arc charged to the reserve account, but 
should the account be depleted, the bank has no further recourse to the 
dealer When reserves accumulate to an amount greater than required 
under the agreement with the dealer, ao} excess is remitted to the 
dealer 

4 Repurchase Generally this type of plan provides that when an ac- 
count is m default, the dealer will repurchase the merchandise involved 
if tendered to him within the mncty-da) penod following the date of 
the earliest unpaid instalment This places the obligation of locating and 
repossessing the merchandise on the bank Sometimes arrangements 
specify that a dealer will repurchase a defaulted contract within a speci 
fied period without regard to the tender of merchandise, thus placmg the 
burden of locanng and repossessing on the dealer This is simpl) a full- 
recourse plan except that the babilmes are contingent upon a default 
existmg for a certain penod of ame 

/ Non Recourse Paper purchased from dealers under this plan bears 
only the usual warranties, such as genumeness and legality, that any as 
signment for value implies In the absence of any dealer liability or re 
serves, the bank obviously must select the paper carefully, the prime 
consideration being the credit qualificatioiis of the purchaser 

Almost without exception, plans involving some liability on the part 
of the dealer mclude provisions for supporting the habibty with some 
form of loss reserv c These reserv es are generally accumulated by taking 
a portion of the time charge or part of the proceeds due the dealer and 
placmg them in a reserve, or holdback, account which is to stand as a 
guaranty for the obligations of the dealer to the bank In situaaons 
where a dealer cannot comply with the terms of his agreement, losses 
may be charged to the reserve account 

There are many vanations of the basic plans described above, including 
distributor or factory-sponsored arrangements, non noaficaoon plans. 
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and bulk purchase plans. For the purpose of this chapter, the brief de- 
scriptions of dealer plans are confined to those most generally in use. The 
terms and conditions under which paper is purchased from dealers are 
incorporated in a written form of dealer agreement. 


Figure 107 A Survey Made by Instalment Credit Commission 
of the American Bankers Association (front) 

IHSTAUMENT CREDIT COMMISSlOH 
AMERICAH BANKERS ASSOCIATION 

Composite results of questiooesite on mstsiment credit feceired fton 340 oiitscsadin; comrercitl 
backs engaged in this field of lending Based on stslistics as of December 31, 1939 

I Percentage representing each class of insrafment credit in an mstalnent loan portfolio 


CLASS OF LOANS 

NUMBER 

DOLLAR 

AMOUNT 

GROSS 

INCOME 

AVERAGE 

LOAN 

Personal Loans 

23 80% 

14 19% 

15 78% 

> 502 

F H A Title I 

12 28% 

10 43 % 

10 23 % 

> 697 

Modernizacinn— 0«m Plan 

8 36% 

6 71% 

6 95% 

> 863 

Automobile— Direct 

12 80% 

18 37% 

18 19% 

>1.372 

Automobile— Indirect 

16 22% 

23 68% 

20 7B% 

>1.529 

Appliances 

14 39% 

6 27% 

7 57% 

> 395 

Mobile Home 

2 61% 

7 14% 

7 20% 

> 3,097 

All Other Inscalmenc-Recail 

9 54% 

13 21% 

13 30 % 

>2.137 

Total 

100 00% 

100 00% 

100 00 % 



2 Percentage of total deposits invested in instalment credit outstandings 
TOTAL DEPOSfTS (tn millions) 

Up to <10 >10-2? S25 30 >30 100 Over >100 

1} 32r, I! 33 '; 13 46 S f0 63 S PIS'; 


3 Ratio of total instalment credit outstanding to total loans and discounts, including mongagcs, 
not including investments 

TOTAL LOAhS AND DISCOUNTS (In millions) 

Up to >10 >10-25 >2550 >50-100 Over >100 

37 IBT. 26 347. 21 41". 20 96% 15 27% 

4 Ratio of gross instalment credit income to gross income fton total loans and discounts, in- 
cluding mortgages, not including investments 

TOTAL LOANS AND DISCOUNTS (In nullioos) 

Up to >10 > 10-25 >25 50 > 50-100 Over >100 

43 17% 37 9S% 3d 03% 30 66% 23 61% 

5 Ratio of gross instalment credit income to outstandings 8 86 • 

6 Ratio of gtoss instalment credit expense to outstandings 3 08 . 

7 Ratio of net income to outstandings (5 minus 6) 3 78% 


8 Ratio of total instalment credit expense to gross instalment credit income 


34 76; 
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Figure 107B Sun’cy Made by Instalment Credit Commission 
of the American BanVets Association (rfferse) 


9 d isitalMrac lo»B» delm^urB* )Od*r* ct «rpfe»»H as a 

petceauff d taisl lascsWii loaai Mstasdaai as d Dccriabn 31, 1939 1 66!l 


19 NiB*«f»<ii>stsla>*a»l«*asa«siaB<LBti>«s«a^>I«y*« 


II 


A) 


ApplLajicv-Tbiie Caods IK 

TflfsisiM tn 

Foniicura 10% 

Faad FrMacts 10% 

Basis - Nsw m 

Used 33% 

Uobila Hamas - Naw 23% 

Uaad 33% 

UadcraixstMS - Ovn PUa 
F H A Tula I 


Masf Cemmaa 

Tw 


24 mas 
24 mas 
24 saw 
24 mas 
24 "OS 
24 mas 
£Qmas 
4Bmas 
fiOaos 
eOmas 


Aacraic 

Tana Raaga 

20a«s lS-36a>os 

20 "OS lB-36 mas 

20 BOS I».36 mas 

23 mas lS-36mas 

24 mas 12-60 aos 

19 SOS 12-36 mat 

32 SOS 24-84 mas 

37 mas 12-72 mas 

33 mas 24-60 mas 

36 mat 36-60 mat 


ei 


1960Na« 

(/all tilt) 36 a»t 

1960 N*« 

(acanomy) 36 sms 

1960Utad 39ts3s 

1959 24 mas 

193 8 2 4 a>as 

1937 24 mas 

1936 18 mas 

1933 18 mas 

Forsifo Nam 36 sms 


30 sms 24-36 sms 

29 mas 24-36 «a 

27 mas 24-36 "m 
24 sms 18-36 no 
21 sms 18.36 ma 
19 mas 12-36 am 
16 mas 12-24 s» 
14 mas 12-24 mo 

28 sms 24-36 ma 


pjorntcT 

Uast Cammeo Asers|c 

Term Tans Rttse 

36 mas 32 mat 24-36 mat 

36irmt 31 mas 24-36 iwi 

30 mas 29 mas 24-36 mas 

30 mas 26im>s 24-36 sms 
24 mas 23 mas 18-36 mas 

24 mas 20 mas 12-36 sms 

18 sms 18 sms 12-24 mas 

IB mot Umot U-24 mas 

36 mas 30 sms 24-36 


C) Ptrctaui" d sav csr paper (iasacH far pertods lo eierss of 30 maotht 


oiRtcr 

12% d ihc bsokt cepaired ibey Imd ma direct paper an sev cars viih ccrna la cue is of 
30 months The resmiauiA books w tbts $^yp lodtcsted tbat so ssersge ol 33% al dicir 
dirtcc BC* car papei was (or terms n csecss d }0 months 


DOntECT 

4% oi the banks repsned they bad aa sndueet paper an as* esra with terms in cscest d 
30 months Tbe reatiising baoks in tbia group tadicated that so atersge d 70% d tbeir 
indirect new car pspci was lot terms weacesa d 30 motuks 

D) Rets J sdriocc an new cats amst caomroaly related to a peteeotsge o< deslcr’s wbolessle 
Adsaace it 90 - 10(7% 

EXPERIENCE RECORD OF INSTALMENT CREDIT IN BANKS 
It is necessary to generalize when discussing the experience of banks 
in the instalment credit field There probably are no two banks having 
situations identical enough to warrant comparisons. However, on the 
basis of surveys made from time to time by the Instalment Credit Com- 
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mission of the American Bankers Association, it seems safe to obsen^c 
that the instalment credit experience of most banks has been good. Loss 
ratios in the period after World War II ha\’'e been abnormally low even 
through the mild recession periods. This is to be expected in a growing 
and expanding economy. However, the prudent bank has been building 
reserves against the time when losses run into more substantial figures. 
When that may be cannot be foreseen, but as long as peaks and valleys 
exist in our economy, provision for contingencies is just good insur- 
ance. 

YIpstalment credit is not an exact science because it involves human 
judgment and factors beyond the control of both borrower and lender. 
The business, therefore, must be judged on its over-all record. Terhaps 
the best source of such information is the survey made by the Instalment 
Credit Commission of the American Bankers Association covering the 
situations of reporting banks on December 31, 1959 (see Figures 107 A 
and 107B). 

The information is interesting and may provide a fair yardstick for 
a bank to use in determining its experience in relation to that of other 
banks of similar size. It must be remembered, however, that the statistics 
relating to costs cannot possibly be based on uniform cost-accounting 
methods, so that these statistics should not be accepted at face value. 
Gross yields are stated in terms of the ratio of income to outstandings, 
which does not give consideration to the fact that vnearned discount and 
dealer reserves reduce the bank’s actual investment and may increase the 
gross yield by as much as 10 per cent. 

Other interesting trend studies may be found in the annual publica- 
tion of the National Instalment Credit Conference Proceedings. Loss 
studies are not available, but it is rare to find a bank that has a loss to 
liquidation ratio of more than one half of i per cent. Many losses are ab- 
sorbed by dealer reserves and, therefore, are not reflected in the loss rec- 
ord of the bank. 

One of the most useful reports is the monthly bulletin issued by the 
Instalment Credit Commission of the American Bankers Association cover- 
ing delinquency rates on bank instalment loans by type. This proHdes an 
excellent means of measuring the portfolio quality and collection efficiency 
of a bank. 


V OPERATING PROCEDURES 

Each of the following procedures is an important link in the chain of 
a successful opera tion^and, as the saying goes, “a chain is no stronger 
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than Its \v eakest link ” Naturallj , in smaller banks many of these )Qbs wU 
be performed bj one person 

Credit Interview 

The pnmary purpose of a credit mtemew is to determine the apph 
cant’s or the purchaser’s credit qualifications Direct loan interviews are 
made by a member of the bank’s staff, while credit information on paper 
offered for purchase by dealers is secured by the dealer’s salesman The 
bank s lending officer or interview er should ha\ e a clear understanding 
of the banks loaning pohcies and credit standards so that obviously un- 
qualified applicants can be screened out This is done with the assistance 
of an appbeanon form (Figure 108) which calls for the personal mfonna 
non that becomes the basis for the credit investigation and the credit de 
cision The credit apphcation form used b) dealers is usually somewhat 
lesscomprehensnc (Figures i09Aand 109B) 

Dealer salesmen are not always good credit interviewers and generally 
get a mimmum of information This places the burden of checking an 
appbeant’s qualifications on the credit investigation 

The banks credit interviewer will first establish the idenotj of the ap- 
plicant, each bank has its own rules about identification He then pro- 
ceeds to secure the information required m the application, m a conversa 
tiotul manner and with a positive attitude about the applicant’s prospects 
of qualifying for the loan In fact, there is no means of quabfjing or 
disqualifying other than getting all the necessarj facts When the inter 
view IS completed and if the appbeant’s request appears to warrant con 
sideraaon, the application is read) for credit inv cstigation 

At this point It should be observed that the information furnished b) 
the appbeant has not been verified, so that to make a credit decision im 
mediately vv ould be premature and unwise 

Ciedit Invesiigaiion 

Using as a basis for investigation the credit statement secured by the 
mtemew er or the information telephoned b) the dealer’s salesman, the 
credit investigator proceeds to make inquiries designed to substantiate 
or refute such information The objectives of the investigation maj be 
stated as follows 

1 To establish that the applicant is a good moral risk. 

2 To venf) the amount of the applicant’s income and, if possible, the 
stabihty of his employment and employer 
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3. To determine the applicant’s record of meeting his obligations else- 
where. 

4' To verify to the extent deemed desirable the applicant’s age, marital 
status, length of residence, and other salient points. 

The investigation can be made in a variety of ways. The fastest is to 

Figure 108 Application for Instalment Credit 


TO FIRST WISCONSIN NATIONAL BANK OF MILWAUKEE j — 

The undersigned hereby makes application tor a loan The proceeds of the loan ertH be used for the folleidng purpose j 5 



PBINT 

FULL NAME_ 


PrcTfous address fC/t 

Married □ Single □ "Wldoucd Q 

Ag« DlTorced n Separated n Wfesorhusbaodaname 

EMPLOYER OR 

FIRM NAME Addres 


Address 

Badge number 

, or superior a name_ 


How long there 

Previous 

Emplo yer - - _ 

WIFE or husband 
Employed bv _ 


_ Position or occupation^ 


Address _ _ 

Badge number 
^er superior s name^ 


_Posltlon or occupation.. 


Tears Is 

_thii ety 

Tears at 
tfclsadir»« 

Tears at 

_ this address 

Number e' 

_ other depend'mts. 


Monthly tn'“ome aJ^ 
.withholding ta*»B I. 


Monthly Income afte* 
.srtthbolding talcs l_ 


OTHER INCOME (Specify source) Amaun* per month » 

CHECK ONE Home owner □ Buying home os land contract q Rentun furoUhed o Rentfomlihed Q Board □ 
Mortgage land contract 

or rent payments made to _ _ _ __ _ _ - . Amount per mcnth 

Estehrmewaspurchase^L-.— Origtoal costt— Present Balance I 

Year and mate of automobile owned _FUjazu:ed by 


Amount of life insurance carried $_ 


_Amfinntnyiri»po<it» l^>an balance 1 

_If you have ever gone through bankruptcy state year. 


Are there or have there ever been any Judgments garnishments or other legal proceedings tn record against roo?_. _ 

NAME and ADDRESS of close IHend or relaUve not residing with you — — 





Other credit references 


Ths undOTlenKl hereby certUles that «n o( the tteteiaeau meile In thH«Pplle»t.on «e trn »na 

trUnlny . 1<,L. Ton m.y eeenre «iy IntonneUon you remlre eonremlny «.ten!e-l« E»<!e herein Mb! thl. .ppje.t.en enh .t tune, remen. 


Date 


Applicant t elgnature. 




450 MAKING THE LOAN 

male 3 senes of tclephon- calls This tnethod, of course, requires spe 
aaIJ\ train-d personnel, w ho can cactfuHv leam the informanon ttnthon 
emharramng the applicant. Man^ banks prefer to use credit repom.-’g 
af^cnaes to get the benefit of an\ information on the applicant thc> na\ 
alread\ ha\ e in th'ir files Somctuncs a combination of reporting agenc; 

Fi<nirc io9-\ Credit Appbcaoon Fom Used bv Dealers 
(front) 


r.vxAiot ntroisn 
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and direct checking information produces excellent results. Independent 
checking of judgment, lien, and chattel mortgage recording is done bv 
some banks. Ho^vever, there is a practical limit to the amount of time 
and money that should be spent for credit investigation. Naturally the 

Figure 109B Credit Application Form Used by Dealers 

{reverse) 


DEALER'S SHEET 



to HOT wtnr iM THU 

bank should check its own records for account relationships and past 
credit experiences with the applicant. 

Because of the competitive nature of instalment credit, the objectiv^e of 
the investigator should be to get the most accurate and complete informa- 
tion in the shortest possible time. After this is done, the credit applica- 
tion and the results of the investigation are referred to the officer or credit 
manager for approval. 

Credit Approval 

The committee system may work well for large commercial loans, but 
instalment credit transactions require prompt decisions, especially if 
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dealers are involved The cTtent to which this authority is delegated to 
individual officers is a matter for each bant to decide Some limit the 
dollar amount of credit an officer ma^ grant. Others limit him to a 
specific type of loan 

In an) case the credit manager or officer must mate an objective ana!) 
SIS of the follow mg points 

1 Is the appbeant a good moral nst^ If the invesagaoon re\ eals de 
liberate misstatements b) the appbeant, conviction for criminal offenses, 
embezzlement, moral turpitude, or other indications of poor moral char 
acter, the application is usuall> rejected \v^thouC further consideraaon 
However, onl) a negbgible number of applicants need be disquabfied for 
these reasons 

2 Is the accurac) of the appbeant s statements substanoall) ^e^fied' 
Mmor deviations m the amount of mdebtedness or income should not be 
considered material Grossl) inaccurate statements, though they^ ma) not 
hate been made with intent to mislead, nonetheless arc not conducive to 
confidence in the appbeant 

3 Does the applicant hat e suffiaent income to repa) the loan.* Smee it 
15 impossible and tmpracQcal to analyze each appbeant's budget m detail, 
It IS necessai) to make the appraisal of his abibt) to repay the credit b) 
evaluatmg the factors of dependenc), shelter patments, fixed expenses, 
life insurance program, take home pay, and other items listed m the credit 
statement In this connection there probabl) is no substitute for expen 
ence gamed m re\ lewing man) , many credit statements 

4- Is It logical to assume that the appbeant s emplo) ment or source of 
income is reasonabl) permanent* TTic appbeant who changes jobs fre 
quentl) is less bkely to be as good a nsk as the one who has gamed a 
good semont) ratmg in a well-established organization The stabibt) of 
the emplo)er and the size of his busmess are also important factors to 
consideT Wiuie it is unJair to single out an\ particular ^pe of emplo)- 
ment as an undesirable credit factor, it nevertheless appears to be well 
documented that credit extended to individuals emplo) ed m certam pro- 
fessions or jobs m\ olves a greater than average nsk 

5 Has the appbeant established a saosfactor) record of pa) mg his 
obbgaoons promptly* This is one of the most important factors m ex 
tending instalment credit The person who is lax in pa) mg bills when due 
ma) be credit w orth) m other respects, but a bank cannot afford know 
mgl) to acquire collection problems since collection costs are one of the 
major expenses of operation. 

6 Does the loan serve a constmctiie purpose* If a cash loan, will it 
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really do the job of adjusting a debt problem or conveniently budget 
lump-sum expenses? If an instalment purchase, is the obligation mL- 
ageable, and has the purchaser used good judgment in so obligating him- 
self? 

7. How much weight should be given to the factors of age, length of 
residence, financial resources, and home ownership? 

8. If the transaction is being purchased from a dealer, how much 
should the volume of business purchased from the dealer, the experience 
record on the paper, the extent of the dealer’s liability, the amount of 
reserves held, and the ability of the dealer to perform his obligations be 
allowed to influence the credit decision? Generally, credit standards on 
dealer transactions are not rigid. 

Attempts have been made in a few banks to establish a grading s)'stem 
under which each credit factor is assigned a number of points. These, 
when totaled, should be a guide either to approval or to rejection. No 
credit-selection system is foolproof, and a grading plan has its short- 
comings in that the intangible factors cannot be weighed. There is no 
substitute for good judgment exercised by experienced and competent 
people. 

Completing the Transaction 

Approximately eight out of ten applications for credit will be ap- 
proved by the credit officer. This is a fair average, but if no screening is 
done at the interview level, the ratio will be lower. 

Dealers and customers should be notified of the credit decision as soon 
as possible. In the case of direct loans, the transaction is completed by 
having the borrower, and often his wife, sign an instalment note (Figures 
iioA and iioB) and whatever security documents may be required in 
connection with the loan. Chattel mortgages are probably used more fre- 
quently than any other form of security instrument. 

After the necessary documents are completed, the proceeds of the 
loan are paid to the borrower in the form of a check or credit to his ac- 
count. They are sometimes paid directly to his creditors; and in the 
case of an instalment purchase transaction, they may be paid to the seller 
of the merchandise. If the proceeds are paid to anyone other than the 
borrower, it is general practice to secure from the borrower an authori- 
zation to do so. 

On dealer transactions, the documentation is completed by the dealer. 
In a great many states, conditional sale contract forms are used. The rights 
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of bujers, sellers, and assignees nnder such contracts arc most usually 
delineated m a statute The form and content of certain provisions of a 
conditional sale contract may also be prescribed by law In addmon, a 
full disclosure of the cash selling price of the article, cash down pay 
ment, description of trade in and allowance therefor, finance charges, 
time balance, insurance charges description of insurance coverages, and 


Figure I loA Instalment Note {front) 



Figure I loB Instalment Note {reverse) 
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the amount and due date of payments may be required, particularly in 
connection with automobile transactions. 

Usually a contract covering the sale of merchandise on a time basis is 
prepared in triplicate; the original signed copy is sent to the bank for 
purchase. The second or third copy is given to the purchaser of the 
merchandise, which is mandatory in most states. The remaining copy is 
retained by the dealer for his records. Payment by the bank may be 
made by a credit to the dealer’s account, by payment of a sight draft 
drawn on the bank by the dealer, or by a cashier’s check. 

Discounting 

This procedure provides certain checks and balances, particularly on 
dealer paper. It is the discount teller’s duty to determine that the trans- 
action has been approved for purchase and that all conditions have been 
fulfilled. He will then examine the documents to verify that they are 
properly drawn and signed and are legally enforceable. The calculation 
of charges and monthly payments is checked, and the dignity of the 
bank’s lien on personal property being pledged or purchased is estab- 
lished. 

Billing 

After the discount teller has checked the transaction, it is ready to be 
set up on the bank’s books. The total amount of the note or contract will 
be charged to loans and discounts and will be offset by credits to offi- 
cial checks or a customer’s account, unearned discount charges, dealer 
reserves or holdbacks, group life insurance premiums, and other accounts. 

The billing operation consists of the preparation of a coupon book, 
ledger card, index cards, accrual records, customer letter, dealer acknowl- 
edgment, and whatever other records a bank may require for servicing 
an account. Sometimes these records are typed individually, but most 
banks attempt to produce two or more of them in a single writing. iMul- 
tiple-copy forms or duplicator systems are commonly used for this 
purpose. It is wise to limit the amount of information in each record to 
such details as will serve a definite purpose. The bank records are dis- 
tributed to the department in which they will be used, and the coupon 
book and letter of transmittal are forwarded by mail to the customer. 
If a recordable security document is involved in the transaction, it should 
be filed promptly to perfect the lien. Some banks prefer purchasing non- 



456 MAKING THE LOAN 

filing insurance, rather than perfecting their lien as provided by law. Fail- 
ure to file or record usually docs not affect the secured status of the 
lender until bankruptcy or other creditor claims arise. 

Ledger Records 

It IS a fairly standard practice to number accounts consecutively within 
a classification and to file ledger cards by due date, then account number. 
This makes it easy to scan for delinquent accounts, and of course, nu- 
merical accounting is more efficient than alphabetical accounting when 
large numbers of accounts are involved. 

As payments are received from customers, they are sorted by classifi- 
cation, due date, and account number. When the payment is represented 
by a coupon, this is a simple operation If a passbook is used in con- 
nection with posting at a window, usually no posting media is secured. 

There are a number of different methods of maintaining ledger records 
and posting payments. However, the actual accounting is a simple book- 
keeping operation requinng no detailed description. 

Income Accrual 

The banks that operate on a cash basis take discount and interest 
charges into income immediately. Banks on an accrual basis are faced 
with the task of selecting a method of computing earned income which 
will either duplicate or closely approximate the true earnings on their 
instalment credit portfolio. This is not an easy task, since loans do not 
have a common due date or identical yields The best that can be done 
under the circumstances is select a method that will yield a fairly ac- 
curate result, and then make the periodic adjustments necessary to have 
an adequate reserve for unearned discount. 

TTfttVrtydft 'iTie’jXtde xVie average rnteiest, tVie Vevtfi aetToali, arid 
the ySths, or sum of the digits, methods. Each can be fairly accurate. The 
bank requiring very accurate results will find that they involve consider- 
able effort. 

Collection Procedures 

While instalment credit transactions are made with the expectation that 
they will be repaid on schedule, unforeseen contingencies and other factors 
may make some type of collection action necessary on possibly lo per 
cent of the accounts. This acuon ranges from a simple and polite reminder 
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notice to legal action. Experience has shown that sending out a past-due 
notice on the day following the due date of an unpaid instalment is an 
unwise and unnecessary expense. Most banks give a customer a grace 
period of one week before sending a reminder. Some wait as long as ten 
days to two weeks before calling the default to the customer’s attention. 
However, if the payment remains past due after twenty days, collection 
efforts are personalized. This is done by letter, telephone call, or a visit to 
the customer at his home or place of business. The best results are ob- 
tained by close follow-up on delinquent accounts. The bank’s efforts are 
aimed at getting to the root of the customer’s difficulty and assisting him 
in finding a solution to the problem. Relatively few customers will be 
completely uncooperative, so that strong collection measures are seldom 
necessary. 

When strong measures are required to enforce payment of the debt, 
they may be in the form of legal action or of repossession and sale of the 
commodity financed or pledged to the account. The primary purposes 
of collection action are to reinstate the account, retain it as an income- 
producing asset, retain the customer’s good will, and avmid further col- 
lection expenses. 

Charged-off loans should be given as much collection attention as 
those in default a shorter period of time. There sometimes is a tendency 
to relax collection efforts once a loan is charged to loss reserves. Since 
many banks are required to charge off any loan on wliich the earliest un- 
paid instalment is over ninety days past due, many ultimately collectible 
accounts are in the charged-off category. 


Protective and Control Measures 

Instalment financing and dealer sales financing in particular involve 
some hazards to the bank other than the credit risks. Fictitious paper, 
undelivered merchandise, duplicating financing, misappropriation of pay- 
ments, and misrepresentation are a few of the ways in which a bank may 
be defrauded. Undetected, any one of these conditions may build up to 
a point where sizable losses could be incurred. Such losses can conceiv- 
ably exceed the credit losses for an entire year. 

To minimize the possibility of such types of fraud, it is recommended 
that notice of purchase of an account from a dealer be mailed directly to 
the customer. In addition, a certain number of the customers should be 
called on to verify the transaction. This is called spot-checking and 
may be done by telephone and letter as well as in person. 
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Penodicall) the bank s auditing department should request a certain 
percentage of customers to verify the unpaid balances on their accounts. 
It IS also healthy to make dealers aware that checking is done on a regu 
lar and sj stemauc basis b) calling customer s complaints to their attention 
whenever the opportum^ exists Protective measures should also be taken 
in connection vv ith direct loans to assure officer and employ ee fideli^ 

SPECIAL FORMS OF CONSUMER INSTALMENT CREDIT 

Instalment credit is a subject so comprchensiv c that it is possible onl) 
to scratch the surface withm the space of a chapter Entire books have 
been vv ntten on single phases of instalment credit It is a business vv ithm 
a business whose admimstration requires considerable ability 

Some of the facets of the business that have not been touched on are 
such services as tuition plans bank agent financing lease finanang floor 
plan financing instalment loans to small businesses commercial and m 
dustnal equipment financing and the financing of a wide vanet) of serv- 
ices A chapter or more could be devoted to each However there are 
two relanvelj new forms of instalment and consumer credit that have 
created a great deal of interest. These are the check credit plan and charge 
account banking At the current stage of their dev elopment it is not pos- 
sible to predict whether these plans will take their place beside the well 
established forms of consumer credit 

Check Cred t Plan 

This umque form of instalment credit was introduced bj the First \a 
tional Bank of Boston in February 19^5 Credit for its development is due 
Mr Roger Damon now pre^dent and chairman of the executive commit 
tee of that bank 

While the announcement of this new plan immediately created wide 
spread mterest, it was not until earlv 1959 that an) substantial number 
of banks adopted the check credit plan or v ananons of it There probabK 
were two factors that influenced these banks to offer the service First, 
the plan appeared to have merit as a profitable form of instalment credit 
and second it provided an opportuni^ for the aggressiv e promotion of a 
new idea The first bank to introduce this plan in its communitv was 
credited vv ith being alert, aggressiv e and d) namic 

The plan itself is rather simple m operation The customer fills out an 
appbcation form for a certain maximum amount of credit he desires to 
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have available to him. This generally is in multiples of a specified maxi- 
mum monthly amount which the customer feels he can pay conveniently. 
Some banks limit the maximum credit to twelve times the montlily pay- 
ment, while others establish the maximum at twenty or twenty-four 
times the amount. Another variation provides for pavments to be a cer- 
tain fraction — one twelfth or one twentieth — of the balance owed by the 
customer on the statement date. 

When the credit is approved, the customer signs a “check credit agree- 
ment” and is supplied with ten or fifteen checks, a check wallet, a 
change of address slip, a check register, a reorder form, and a written 
advice of the amount of the line of credit established for him. The 
checks generally have no special identification other than a sorting code 
recognized only by the bank. 

In effect, the arrangement constitutes a line of credit, and as a cus- 
tomer makes his monthly payments, the amount repaid serves to in- 
crease the amount of unused credit available to him. Obviously this form 
of credit is most 'safely extended to individuals having better than average 
credit qualifications. Probably the most important qualification is the 
ability of the customer to manage his financial affairs on a sound basis. 
For this reason the advertising and promotional media are often selected 
to appeal to a specific group of borrowers. Broad promotion programs 
are likely to develop excessive rejection ratios. 

Checks drawn against the available credit are charged to the cus- 
tomer’s check credit account. This reduces the available credit, and 
when the bank pays the check it constitutes a loan. The loan balance 
draws interest at the rate specified in the agreement and is subject to state 
statutes governing interest rates. When permissible, some banks make a 
charge of twenty-five cents for each check paid. Interest is computed on 
average daily balances in most cases, but some banks are able to compute 
the charge on the balance owed on either the statement date or some other 
fixed date. No charge is made until the account is used. 

Statements are mailed to a customer from one week to fifteen days 
prior to the date on which he is required to make his payment. If pay- 
ments become overdue, the normal collection procedures are employed. 
It is also advisable to review accounts periodically to determine whetlier 
the customer is making proper use of the credit. Stop payments and 
overdrafts are involved at times, and in many ways the accounting opera- 
tion is similar to checking account operations. The bookkeeping, how- 
ever, is somewhat more complex because of the interest computation and 
the necessity of maintaining a record of the balance of unused credit. 
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Check credit plans are know’ll b} many names and ha\ e a number ol 
\ ariaoons One calls for use of the customer’s regular checking accoun: 
and standard check form. In this case the customer does not draw ; 
check against his Ime of credit but instead sends a request to the bank t( 
transfer a certain portion of the available credit to his checking account 
The authonzanon to make the transfer then creates the loan In mos 
other respects the arrangements are similar to the standard check credi 
plan 

Regardless of the name or form of this credit, the basic purpose is t( 
make credit more contenientlj available to customers This plan ii 
theory reduces the cost of making loans, but this advantage is somewha 
offset by the added cost of semang Each bank should carcfullj weigl 
the pros and cons before establishing a service of this kind In the fina 
analysis it will be the consumer who determines the importance of thi 
serv’ice m the consumer credit field 


Charge Account Banking 
‘ Charge it, please " 

For many years purchasers were able to say this only at larger store 
that had the resources, personnel, and know-how necessary to operate 
credit department Now smaller merchants m many sections of the cour 
try can offer a charge account service as the result of the entr\ of 
number of banks into the field of charge account banking 
The plan which is currentlv being offered by more than one hundre 
banks, including especially the Bank of America, was organized b 
the Franklin National Bank of Franklin Square, New \ork In essenc 
the service is idenocal to the conventional charge account arrangemeni 
available at most large department stores This includes the revolvm 
credit feature which has been widely adopted Under the latter plan th 
customer pays a service charge of up to iV5 per cent per month on an 
balance remainmg unpaid on the due date of the charge account Th 
due date is generally twenty five days after the statement’s closing dat 
so the customer incurs no service charge from the date of his purchai 
unni the account converts automatically to a revolving credit The cir 
tomer then has the option of pay mg one sixth, one tenth, or some oth( 
fraction of the balance each month 

A bank entering the charge account banking field controls credit aj 
proval and all other phases of the arrangement Credit cards are issued t 
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customers upon approval of credit applications. Merchants who qualify 
are furnished sales drafts, deposit envelopes, imprinters, operating manu- 
als, and other necessary items. 

When the customer wishes to charge a purchase, he produces the credit 
card issued to him. The sales slip is prepared by the merchant and signed 
by the customer. Generally the merchant is required to secure credit ap- 
proval of the transaction from the bank, except in those cases where the 
purchase is less than the automatically authorized credit, which is some- 
times encoded on the credit card or may be established by agreement 
with the merchant. 

The purchaser’s signature on the sales slip creates the necessarj^ evi- 
dence of indebtedness, which the bank purchases from the merchant at a 
discount— generally 94 per cent of the amount of the sale. Merchants may 
qualify for refunds based on volume and amount of the average sale. 
These refunds may reduce the discount cost to as little as 3 per cent. 
Usually the merchant places the sales slip in an envelope on which the 
net proceeds are computed. This amount is listed on a deposit slip, and 
the sales slip is deposited for credit to the merchant’s account. 

A written agreement between the merchant and the bank describes the 
terms and conditions under which the plan is made available to the mer- 
chant and his customers. Items such as rental of imprinters, rates of dis- 
count, refunds, adjustments, purchase of drafts, and collection of accounts 
are covered in detail. 

In contrast to check credit plans, the establishing of a charge account 
banking service is fairly expensive. Advertising, solicitation of merchants, 
forms, imprinters, credit cards, specialized equipment, operating manu- 
als, and other items require a substantial investment of time and money. 
In addition, the service must be available during the hours the merchants 
are open for business. 

Theoretically a bank can take over the function of a merchant s credit 
department and operate it more economically than the merchant. The 
bank’s cost of funds is lower, and it may be able to achieve lower unit 
costs through modern accounting procedures, whose cost would be pro- 
hibitive for a small merchant. 

Aside from the potential for profit, the greatest benefit to banks ap- 
pears to be in the acquisition of new customers &nd the establishment of 
a banking relationship with merchants who are required to become 
customers to qualify for the service. One of the objectives of banks enter- 
ing this field is to attract deposit accounts from merchants, which would 
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proFide most or all of the funds employed in the charge account bank- 
ing operation Merchants, of course, benefit to the extent that cvcrj 
holder of a bank’s charge card is a potential customer 
While this form of bank consumer credit has been in existence for ter 
years, the reports and statisocs furnished by partiapaong banks on thi 
profitability of the service are inconclusive Most banks reporting con 
sider the collateral benefits to be of significant, though not measurable 
value 

Regardless of its form or its name, all instalment credit is based on thi 
same fundamental principles These are the character of the obligor anc 
his ability and willingness to perform his obligations 
For the guidance of banks the Instalment Credit Commission of thi 
Amencan Bankers Association has formulated the following instalmcn 
credit creed and standards of practice Banks embracing these principle 
will earn the good will, respect, and support of the general public 

INSTALMENT CREDIT CREED 

We believe, that m order to justify its charter, a bank should serve th 
reasonable credit requirements of its community, as well as provide a saf 
depository for funds 

That the extension of instalment credit to individuals and small business o: 
3 sound basis is an economically important part of such service 
That banks, by the extension of instalment credit, facQitare the dmributioi 
of goods, and help people meet emergencies, take advantage of opportunine: 
and improve their standard of living 

Thar although a bank must be competitive, it should maintain its policies an 
practices on a basis that will insure continued public confidence 
That a bank has a responsibility to assist its customers to use their credi 
wisely 

That while recognizing the importance of volume, banks should keep a 
advertising truthful, restrained, and exact 
That a bank m purchasing instalment paper from dealers should maintai 
reasonable rates to the public and the same fair policies accorded to all othe 
customers 

That banks should require that each customer be fully informed of a 
charges in connection with an instalment credit transaction 

And, finally, that all banks extending instalment credit on these principles wi 
merit the good will and the support of the people 

INSTALMENT CREDIT STANDARDS OF PRACTICE 
The foundation for the extension of instalment credit is the integnty an 
earning power of the American people Banks should extend instalment cred 
selectively on the basis of character and ability to repay 
While the use of protective devices may minimize the nsk in extending th 
credit, such devices are supplemental rather than basic 
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Bsnks should establish ^nd maintain sound terms in relation to existing eco- 
nomic conditions. Unusually long terms, skip payments, low or no down- 
payment plans should be discouraged. 

Balloon notes and other plans which cause refinancing should be avoided. 
Banks should not extend credit on a basis which permits borrowers to assume 
obligations which will become a hardship. 

All banks should determine the expense in the handling of instalment credit 
and establish charges accordingly. 

Customers prepaying their obligations should be allowed a refund of the un- 
earned interest or finance charges. 

Collection or late charges should be reasonable and assessed only to cover the 
additional expense caused by the delinquency. 
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William F Fell Company, 1939 

Plummer, Wilbur C, and Ralph A Youve Sales Finance Companies an 
Their Practices Camden, N J The Haddon Craftsmen, Inc , 1949 
Saulvier, R J Industrial Banking Companies and Their Credit Practice 
Camden, N J The Haddon Craftsmen, Inc, 1940 
Young, Ralph A . and Assoaates Personal Finance Companies and The 
Credit Practices Camden, N J The Haddon Craftsmen, Inc, 1940 

A great deal of interesting and informame reading material will be found 1 
the annual publications of the Proceedings of the National Instalment Cred 
Conferences Theses from the library of the Stonier Graduate School of Banl 
ing, American Bankers Association, are an excellent source of material, as v. 
those from the library of the School of Consumer Banking Members of tl 
American Bankers Association can secure a catalogue of theses by wnrmg 1 
the Library of the American Bankers Association, 12 East 36 Street, Ne 
York 16, New York For information on the availability of theses from tl 
School of Consumer Banking, Inc, the address is 840 Washington Buildin 
Washington 5, D C 
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TERM LOANS 


The term loan is a relatitcly recent credit development in 
this country, having been used for the first time about t\vent}"-five years 
ago. A term loan has been defined as “a loan to a business enterprise 
that is repayable, according to agreement between borrower and lender, 
after the lapse of more than one year.”^ A term loan generally has the 
following characteristics: ( i ) the credit is advanced for a year or longer, 
up to a maximum ordinarily of about ten years in the case of banks and 
of twenty-five years in the case of insurance companies; (2) a plan of 
serial repayments out of future earnings is usually provided for in a 
written loan agreement entered into between the borrower and the lender 
at the time the loan is negotiated; and (3) the loan is usually made 
directly with a commercial bank, an insurance company, or some other 
institutional lender (including pension funds) rather than sold publicly 
by investment bankers. The loan agreement customarily provides that 
the borrower will conduct his financial activities within a prescribed pat- 
tern agreed upon by the borrower and the lender. 

Term loans grew from negligible amounts in 1934 to an amount equal 
to one half of all corporate securities held by commercial banks in 1940.* 
Through this new type of credit, the needs of businesses were adequately 
met, the benefits to the community were great, and the lenders developed 
for themselves a sound area of profitable lending. The risks involved have 
been demonstrated to be reasonable, and loss experience over the years 
has been extremely satisfactory. The further growth in dollar amount of 

' Neil H. Jacoby and Raymond J. Saulnier, Ten?i Lending to Business (New York: -v 
Narional Bureau of Economic Research, 1942), p- i- 

^ Ibid., pp. 25-6. 
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term loans and number of loans (by maturiues) made by member banks 
IS show n in Figure 1 1 1 taken from the most recent study pubbshed b) the 
Federal Reserve Board 


Figure 1 1 1 Matunaes of Term Loans Outstanding at 
Member Banks, Survey Dates* 


Original 
Maturity 
( n yeara) 



MitUons of Dollara 
19S5 1957 


Percentage Pei«*nlage 

tocreaae Distribatloa 

1946 Si 1955 57 1946 19S5 "1957 


4 SSa 10 457 15 421 129 


100 0 100 0 100 0 


Inteitnedlate 

urm total 1 834 

1 2 647 

2 3 315 

3-4 217 

4 5 654 

Long term tetal 2 t2S 

5 10 2 312 

Over 10 415 


4 883 7 717 166 

1 422 2 402 120 

995 1 861 216 

728 1 >76 235 

1 738 2 278 166 

5 574 7 704 105 

4 698 6 ISS 103 

876 1 549 112 


SS 40^ 46 7 SO Q 

69 14 2 13 6 IS 6 

87 69 9 5 12 1 

62 4 8 7 0 7 6 

31 14 3 16 6 14 8 

38 59 8 53 3 50 0 

31 50 7 44 9 39 9 

77 9 1 8 4 10 0 


Tboutand* 

1946 1955 1957 

144 365 479 


Pereentage PercenUge 

lncr«9»» Piatrbuten 

1946 55 1955 57 1946 1955 1957 

153 31 100 0 too 0 too 0 


109 268 352 14$ 

58 136 168 136 

23 78 108 234 

II 23 31 116 

17 31 45 77 


75 7 73 5 73 6 

40 0 37 3 35 0 

16 1 21 3 22 6 

75 64 66 

12 0 8 5 9 4 


**5**0™ 
Over 10 


97 127 175 

63 101 182 

14 26 142 


24 3 26 5 26 4 

20 4 22 8 21 1 

3 9 3 7 5 3 


Note DeCaile may not add to lotala because of rounding 


‘Carl T Arlt, ‘Member Bank Term Lending to Busmess 1955-57, Federal Re 
serve Bulletin (April >959), p 557 


TYPES OF TERM LOAN 

One of the important advantages of term loans is flexibility to adapt to 
the special requirements of borrowers Initially, term loans were in most 
cases obligations payable serially over the life of the loan As the needs 
of borrowers changed, new tjpes of term credit evolved, such as revolv- 
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ing credits and call, or stand-by, credits, some of which contained an 
additional feature permitting the borrower to convert the commitment 
into a term loan under certain conditions. 

Serial Term Loan 

Under this type of term credit, funds are made available to the bor- 
rower immediately, and the obligation is made payable serially over the 
life of the loan on a monthly, quarterly, semi-annual, or annual basis. The 
serial term loan has been used where prompt ayaijability of the proceeds 
is necessary, such as for financing the purchase of a plant, machinerj^, and 
equipment; refunding existing long-term debt; funding existing current 
debt; or increasing working capital to handle a greater volume of busi- 
ness. It also has been used by a company for repurchasing outstanding 
shares of its own capital stock or for acquiring another company. 

Revolving Credit 

This bank credit permits the borrower to avail itself of funds from 
time to time up to the maximum amount of the commitment, with the 
right to_ repay ai^ r eborrow during the life of the credit. It is actually 
a line of credit for a period extending beyond one year for which the 
borrower is willing to pay a commitment fee based on the dail}’^ average 
unused portion of the credit. Generally the borrower has the right to 
terminate the credit at any time by giving the prescribed notice in 
writing or to reduce the credit whenever it is determined that the full 
amount is no longer necessary. Revolving credits are, as a rule, used to 
provide seasonal working capital needs, but they may also be used for 
interim construction financing when there is a pronounced seasonal factor 
in the flow of cash from operations and flexibility is desired. 

Call or Stand-by Credit 

Under this arrangement the borrower is granted a commitment by a 
bank for a period which permits it to borrow from time to time up to 
the maxim um amount available tP -Jh e_expiration_ date. This differs from 
the revolving credit in that there exists no privilege to repay outstanding 
notes and reborrow such sums. Notes usually mature at the expiration of 
the call period, and a commitment fee is charged for the unused portion 
on the basis of unused daily balances. The borrower generally has the 
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right to reduce the credit upon furnishing proper notice This t)pe of 
loan IS commonly used for interim financing for construction purposes 
The borrower either sells equity shares or long term bonds to institutional 
investors for permanent financing when construction is completed In 
some instances it may be desirable for a bank to have a “t ake out” letter 
(le, a commitment for longterm financing) from an institutional in- 
vestor as an inducement to provide the interim stand by credit 


Revolving or Call Credit Convertible into a Serial Term Loan 

Often a revolving, or call, credit grants the borrower an option to 
convert any outstanding notes and any unused portion of the credit, on 
or before the expiration of the revolving, or call, period, into a senal term 
loan repayable over a penod of years This gives the borrower an oppor 
tumtj to use such funds as may be needed during the intenm period, 
terminate or reduce the credit in accordance with its needs, and convert 
into a term loan only the amount required Such credits may be used for 
working capital purposes over a longer period of time or for construction 
purposes If money conditions are not favorable dunng the call penod, 
the borrower has the flexibility to convert into a term loan In the case of 
a construction stand by serial term loan, earnings generated by the new 
faciboescan be expected to service in part, at least, the term obLga* 
tion 

Multiple Bank Term Loan 

A number of banks may be asked to participate m a term loan if the 
amount of the credit is large and exceeds the legal limit of one or more 
of the borrower’s banks of account This is often true with large na- 
tional compames Also, a borrower of moderate size may have accounts 
with several banks and may want to have some or all of them participate 
in a term loan The principal bank usually negotiates the terms and condi 
oons of the loan agreement with the borrower and then offers to the 
other participants the amounts suggested by the borrower, subject to the 
approval of a satisfactory loan agreement and required documentation 
The pnncipal bank may be designated as agent for all participants m 
connection with transactions under the agreement, such as borrowings, 
repayments, and interest payments, consummated at the agent bank 
Sometimes there is no agent bank, and the borrower deals directly with 
each participant on all matters pertaining to the credit 
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Combination Bank-insurance Company Term Loan 

For many years banks have been working with insurance companies 
jointly on term financing when the loan period required is longer than 
that permitted by the lending policy of a bank. These loans are substan- 
tially confined to serial term loans and stand-by serial term loans. The 
bank or bank's may take the first five to seven annual maturities, and the 
insurance company, the later maturities up to perhaps fifteen or twenty 
years. Insurance companies are generally pleased to have a bank take the 
earlier maturities because of its close contact with the borrower and 
familiarity with the borrower’s business. This gives the credit a chance 
to season under the close observation of the bank, which continues after 
the bank portion is repaid, particularly when a borrowing relationship 
for short-term needs is maintained. In some instances both the insurance 
company and the bank execute the same loan agreement. Generally, how- 
ever, each insurance company has a separate agreement covering its loan 
with financial covenants essentially the same as those in the agreements 
of other participants in the aggregate credit. 

IMPORTANT POLICY CONSIDERATIONS 

Term lending by banks differs from short-term commercial lending in 
numerous respects. The period the loan is outstanding may be as much as 
seven years or even longer, and repayment is expected to come out of 
earnings generated by the business rather than from liquidation of assets. 
The bank loan officer handling such credit should be trained in the invest- 
ment approach so that he can effectively appraise the industry and the 
business of the term loan applicant and propose a credit arrangement on 
a basis that will meet the needs of the borrower and provide adequate 
protection for the lender. Although he should have a working knowledge 
of the legal aspects involved, it is advisable to have legal counsel review, 
if not prepare, each loan agreement and approve all required documents. 

Amount of Term Loans 

Management must decide how much of its funds should be allocated 
to term loans, the maximum period for which it will make such loans, 
and the industries to which it will make them available. There is a marked 
variation in policy among banks, which indicates that there is no set 
formula and, further, that there may and, indeed, should be changes in 
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such allocation from time to time as economic conditions change Impor- 
tant factors to be considered include (i) the ratio of risk assets to capital 
funds, (2) the ratio of deposits to capita! funds, (3) the nature and t)pe 
of deposits, and (4) amount of interior reserves Also, a bank with a 
heavj imestment in real estate mortgage loans and consumer credit loans 
would necessarily have to limit its activity m term loans to maintain a 
proper degree of liquidit) Other factors being equal, a bank with sub- 
stantial savings deposits could justify a larger term loan portfolio than a 
bank with a small amount of such deposits Wide seasonal variations m 
total deposits or highly volatile deposits would have an important bearing 
on management’s decision, since it is essential that a bank at all times be 
in a position to meet the demands of its depositors In this connection it 
is important to bear in mind that member banks may pledge term loan 
paper as collateral to borrowings from Federal Reserve Banks at a rate 
one half of i per cent over the discount rate The amount of capital funds 
would necessarily be a further important consideration in support of anj 
lending policy to cover the inherent risks The results of a recent survey 
of a representative group of banks show the lack of uniformity among 
banks m the amount of term loans as related to total loans and to capital 
funds * 


Percentage of Term 
Loans to Total Loans 

Number 
of Banks 

Percentage of Term 
Loans to Capital Funds 

Number 
of Batiks 

25% and over 

6 

100 % and over 

9 

20% to 25% 

4 

75% to 100% 

10 

15% to 20% 

$ 

50% to 75% 

8 

10% to 15% 

n 

25% to 50% 

4 

Under 10% 

12 

Under 25% 

6 


40 


37 

The percentage of term loans to total loans ranged from 2 to 40 | 


cent, and banks m the higher groups or those more heavily engaged m 
term lending considered cither the nature of deposits or capital funds,, or 
both, m setnng term Joan limits The percentage of term loans to capital 
funds ranged from 8 to 201 per cent In only a few instances did banks 
indicate a specific policy or formula m limiting term loans m relation to 
capital funds 


Liquidity of Term Loan Portfolio 

The maximum period for which term loans are granted vanes greatly 
among banks, ranging from five to fifteen years for serial term loans and 

^Rudolph E Palluck, ''Bank Term Loan Policies and Practices^ Graduate School 
of Banking, Rutgers— The State Uni\ersi^, New BrunswicL, N J,, 1959 
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from one to five years for revolving credits. Figure 1 1 1 on page 466 indi- 
cates the term of loans outstanding at member banks in 1946, 1955, and 
1957. Many banks deviate from stated policy as to maximum term when 
the requirements of a customer warrant it. Information regarding the 
liquidity of term loan portfolios is, of course, difficult to obtain. The bank 
with which the authors are associated has been and continues to be very 
active in term lending. While a maximum term of ten years is established 
policy, an effort is made to hold loans udthin a five- to seven-year pattern. 
At the i960 year end approximately 62.3 per cent of term loans out- 
standing and unused commitments matured within three years, approxi- 
mately 86.5 per cent within five years and approximately 98.2 per cent 
within seven years. These figures were adjusted to reflect maximum pos- 
sible terms, as in the case of revolving credits or of the conversion of call 
or revolving credits into serial term loans where such options were avail- 
able. The average weighted life of the term loans and unused commit- 
ments as so adjusted was about 3.4 years, and in the prior nine years had 
varied between 3.1 years and 3.8 years. Under an administrative pro- 
cedure such as this, loans and commitments run off fairly rapidly, per- 
mitting a bank to revolve the portfolio if this is considered desirable. Or, 
if it is determined that term loans should be contracted, this can be done 
rather quickly and new loans can be limited to select credits of a high 
quality. 


Diversification of Term Loan Portfolio 

Conservative term lending practice requires that a bank diversify loans 
so as not to concentrate unduly in any one industr)’^ or type of business 
and so as to give some consideration to spreading term risks geographi- 
cally. The authors know of no bank that has a formal diversification 
pattern or formula. In practice many banks review their industry alloca- 
tion periodically and make such changes as may be deemed necessary in 
the light of existing economic conditions and anticipated trends. There 
are certain exceptions to diversification. For example, some banks in the 
Southwest make a relatively large amount of term loans to oil production 
companies. This may be justified because of the intimate knowledge the 
banker has of the businesses, the managements, the fields being drilled, 
and the petroleum engineers who furnish reports on the properties 
operated. Although diversification is desirable, each bank must decide 
the extent to and direction in which it will commit itself for term loan 


investments. 
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The t) pes of business financing their requirements through bank term 
loans vary greatly as shown m Figure 112 of the 1957 Federal Reser\e 
Board survey Manufactunng and mining ranked first in total dollar 
volume of term loans, public utilities, second, retail trade, third, real 


Figure 1 1 2 Business of Term Loan Borrow ers Related to Size of 
Lending AlembcrBank {October 16, ipsi)* 
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• Carl T Arit, “Member Bank Term Lending to Business, 
BuUetm (April 1959), p 368 
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estate, fourth; and service, fifth. Petroleum, coal, chemicals, and rubber 
represented the largest group within the manufacturing and mining total, 
with metal and metal products ranking second. It is also interesting to 
note the participation in term loans by banks of various sizes classified 
by amount of deposits. 

Factors Affecting the Credit Risk 

The factors involved in the extension of short-term bank credit were 
considered in earlier chapters of this book. While these are pertinent and 
require the banker’s attention when contemplating the extension of credit 
for a longer period of time, additional factors, which may have little 
significance if the loan is to run for only ninety days, need to be carefully 
weighed in granting longer-term credit. Competent management and a 
satisfactory earnings record are essential qualifications for a term loan. 
For example, when a banker extends short-term credit to a cannery to 
pack a corn crop, he will be interested in whether the borrower will be 
able profitably to market his product within a number of months and 
thus retire his obligation out of the proceeds of the sale of the canned 
goods. If, however, the borrower obtains longer-term credit to expand 
his plant and equipment, with the loan running for a period of five years, 
and with monthly payments on the principal, the banker will be vitally 
interested in the income of the enterprise for the next five years. Regular 
income at a level sufficient to meet the principal maturities and interest 
payments thus becomes imperative and a cardinal requirement when a 
tetm loan is being considered. 

Bankers are not clairvoyant and therefore cannot ascertain with cer- 
tainty the future earnings of any enterprise. However, there is infor- i 
mation that will aid them in evaluating the borrov'ing concern and thus 
assist them in arriving at a reasonably sound conclusion about the great 
majority of requests for term loans. A consideration of these aids or 
techniques is important. First, the banker should examine the past earning 
record of the prospective borrowing concern. He should not only note 
the trend but also make comparisons with similar concerns to see whether 
the applicant’s relative growth and margins are satisfactor}'^ and its rela- 
tive capital structure in line. He should compare, particularly, the relative 
earning patterns during periods of prosperity as well as during periods of 
depression. He should also have prepared for analysis application of funds 
statements for prior years which show the cash-generating ability of 
the business from earnings and non-cash charges, dividend policy, ex- 
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pcnditures for fixed assets, and other factors that affect working capi 
tal 

The earnings should be adjusted to allow for all possible contingencies, 
because the period miolvcd is relaovelv long The earnings should be 
a\eraged, as it were, with ample allowance for periods of economic pros 
penty and depression and for unexpected difficulties Then the banker 
should determine w hether the earnings appear to be sufficient to meet the 
requirements of the proposed term loan 

In a sound anal) sis of a company’s cammgs it is essential to have certain 
operating information, of w hich the follow mg items are most significant 
gross sales, net sales, gross profit, operating expenses, operating profit, 
pretax profit, and net profit or loss The trend of these items and the 
trend of operating margins should be noted, and the effect on earnings 
of changes m either direction should be carefully considered Significant 
and wonhy of investigation is the general topic of the source of income 
of the enterprise being considered, for occasionally income from activines 
outside the operation of the business is a major part of the total earnings 
Such sources of income ma)^ be less regular and less certain than the 
income from the regular operations of the business Moreover, outside 
operations ma) take a disproportionate part of the time of management 
in relation to the income received The past and current earnings of an 
enterpnse furnish a primaiy test as to whether or not the enterprise is 
credit-worthy of a term loan, and, in addition, they sene as an index of 
the abiUt) of management Also, thev will permit the lender to evaluate 
projections, which the applicant should be required to furnish, consisting 
of operating statements, schedule of cash receipts and cash disbursements, 
and balance sheets, all of which should gi\ e effect to the proposed term 
financing program The ome covered b) the projecnons may vary ac- 
cordmg to the nature of the business and the reliability of estimates 
required The first year should be on a. monthly basis^ this will indicate 
how the term loan will be worked into operations, the seasonal impact, 
if any, on cash, sales, receivables, and inventories, the need for short-tenn 
loans, and whether such current loans can be cleaned up for a reasonable 
time durmg the year Failure to liquidate current loans may mean that 
additional term money or a longer repayment is needed, or both Projec- 
tions for subsequent years ma) be presented on an annual basis 

In attempting to plot the trend of future earmngs, there are additional 
sigmficant factors that must be considered Probably most important is 
that of the economic position of the industT) itself, and the products 
marketed and services furnished The relative elasacit) of the demand 
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for the product and the probable effect of economic depression and 
prosperity should be investigated. Are the products of the industry 
essential? Are the markets greatly limited? Competitive conditions vdthin 
the industry should also be noted, as well as possibilities for expanding 
its horizon of activities and services. The attitude of the Government 
toward the industry as well as labor conditions are factors not to be 
ignored. 

The management itself is one of the most important single factors. If 
the management has demonstrated ability and sound judgment in the past, 
what is there to insure its continued operation? Determined and positive 
steps should be taken to maintain sound management policies. This can 
be done by having young men, trained by men of proven executive abil- 
ity, working toward positions of management control. Competent, expe- 
rienced management is the dynamic determining factor in the success 
or failure of a business enterprise. 

After he examines the industry as a whole, the banker must also con- 
sider the company’s employer-employee relationships, copyrights, trade- 
marks, costs, and distribution methods, which may all in one way or 
another affect the future earnings of the company. 

In summary, a banker considering a request for a term loan should 
explore every factor that has any bearing on the ability of the prospective 
borrower to discharge his obligations as they mature. These will include, 
as suggested above, a study of the industry, the relative competence and 
efficiency of the management, and, finally, the history, methods, and 
operations of the would-be borrower. 


SECURED AND UNSECURED TERM LOANS 

In most cases the soundness of a term loan may be measured by the 
adequacy of future earnings to retire the loan. Nevertheless, the pledging 
of assets whose appraised value is adequate to secure a loan properly is 
desirable in some instances. The study by the Federal Resen^e Board 
indicates the amount of secured and unsecured term loans of member 
banks of the Federal Reserve System as of October 5, i 955 ' well as 
the size of the borrower (see Figure 113). 

As of October 5, 1955, 40.8 per cent of the term loans extended by 
member banks were secured, and 59.2 per cent were unsecured. The 
largest volume of secured term credit was on plant and other real estate, 
and the next largest amount on equipment. It should be noted that the 
percentage of unsecured loans increases markedly as the size of the bor- 
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rower increases While on!) 6 2 per cent of the term loans was made to 
borrowers with total assets less than $50000, 77 5 per cent was made to 
borrowers with total assets of $100,000 and o\er 


Figure 1 13 T\pe of Security Pledged for Member Bank Term 
Loans, October 5, 1955, within Size-of-Borrower Groups* 
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in 

i 

n 

n 

33 

56 

95 

22 

Savings Account* 

52 

S 

II 


14 

3 


$ 



Pteceatage distnbutica of all term 

leans 


Uns ecured 

40 8 

8 2 

s 3 

to 0 

26 0 

49 3 

65 1 

77 5 

Secured 

S9 2 

93 8 

94 7 

90 0 

74.0 

SO 7 

34 9 

22 9 


Perceatag# dislnbutien ot all 1 

leeured 

term leans 

Bndoried or co maker 

7 9 

9 1 

4 7 

6 8 

8 6 

8 6 

11 2 

9 8 

Assigamert el Claim* 

n 0 

3 b 

4 3 

9 4 

23 2 

3t b 

33 8 

18 5 

Other Security 

5 3 

1 4 

1 $ 

4 0 

5 4 

12 8 

4 0 

S 3 

Inventonce 

1 4 

0 8 

1 ) 

1 1 

2 Z 

1 1 

1 1 

0 6 

Plant and Otbe r 

2S 0 

28 b 

16 8 

23 1 

25 7 

24.0 

21 7 

50 9 

Real Estate 

U S Government 

JT 7 

54 7 

b9 5 

53 4 

29 7 

10 9 

7 9 

4 9 

Securities 

0 3 

0 1 

0 1 

0 2 

0 2 


0 4 

1 4 

Other Bonds 

0 6 

1 

I 


0 1 

0 6 

2 5 

3 3 

Stocks 

Life Insurance and 

3 8 

0 s 

0 9 

1 0 

3 4 

6 6 

17 4 

4 2 

Sanngt Accounts 

0 8 

1 0 

Q 9 

1 1 

1 4 

0 3 


1 0 


Kate Detail* may not add to total* becaoie of rounduig 


• Carl T Aflt, “Member BinL. Term Lending to Business, 1955-57,” Federal Reserve 
Bulletin (Apnl 1959), p 361 

Vanous t\pes of asset have been pledged as securi^ for term loans, 
some of w hich are included in the follow mg list 

Land and budding 
Machinerj and equipment 
Stocks and bonds 
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Inventory 

Assignment of cash surrender value of life insurance policies 

Railroad trains and equipment 

Assignment of rents and contracts 

Warehouse receipts 

Accounts receivable 

Production of oil 

Cargo ships 

Assignment of claims 


THE TERM LOAN AGREEMENT 

One of the characteristics of a term loan is that a written agreement 
between the borrower and the lender is usually signed at the time the 
loan is consummated. The agreement is one of the conditions of the loan 
and is prepared to fit the requirements of the particular term loan being 
considered. Legal counsel should be familiar with this type of lending, 
so that the language in the agreement will accurately state the mutual 
understanding reached between the parties, particularly in regard to the 
financial covenants. While some banks have house counsel who handle 
the legal details, most have outside special counsel, whose fees are gen- 
erally paid by the borrower. 

The term loan agreement consists of four principal sections: (i) de- 
scription of the credit, (2) representations and warranties, (3) financial 
covenants, and (4) default provisions. 

Description of the Credit 

This section should set forth the amount of the credit, the participants 
if any, their proportionate shares, and the time of take-down or term of 
the credit if it is a call or a revolving credit. It should state the maturity 
of the notes, rate of interest, commitment fee if any, collateral security if 
any, voluntary prepayment provisions, and reduction or termination 
privileges. 

There does not seem to be complete uniformity among banks regarding 
the type of interest rate in term lending. Fluctuating rates (i.e., the prime 
rate or a fraction over prime in effect from time to time) are commonly 
used in revolving credits, with maximum and minimum limits in some 
cases and no such limits in others. Many banks still prefer a fixed rate on 
serial term loans, since it permits the borrower to know exactly what the 
interest cost is going to be over the life of the loan, to having it depend 
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on the prime rate m effect from time to time However, there has been 
a trend in the past few years toward fluctuating rates on serial term loans 


Representations and Warranties 

In considering the application for the loan, the lender has relied on 
certain information furnished by the borrower The borrower, therefore 
should be required to warrant that such information is true and correct 
as of the date the loan ageement is executed Among the principal items 
included are 

1 Annual audit for the latest fiscal year, certified by independent 
accountants 

2 Latest interim financial statements certified by a responsible officer 
of the company 

3 The borrower is duly organized and is authorized to execute the 
agreement and the notes 

4 Outstanding hens on assets 

5 Funded debt outstanding 

6 Investment m subsidiaries and other entities 

7 Guarantees of obligations of others 

8 Pending litigation 

9 Latest year for which Federal income tax returns have been audited 
and cleared by the Internal Revenue Service 

Financial Covenants 

The lender seeks to protect his loan by requiring the borrower to 
comply with certain financial covenants Whether these are few and basic 
or many and detailed will depend on the quality of the credit There is 
no standard set of covenants to apply to all situations Businesses differ 
in many respects, as do industries, and for that reason it is necessary that 
covenants be specifically tailored m each case They should be no more 
restrictive than the policies that any conservative management would 
follow to maintain a good credit rating, and should be designed to pre- 
vent any material dctenoration in the financial condition of the borrower 
or credit preferences If this happens, an event of default (see page 479) 
should occur, and the lender should be in a position to accelerate the 
maturity of the loan if he so desires Should the borrower at any time 
wish a consent or waiver of a restriction or a modification of a covenant 
for a sound reason, this can be accomplished readily by negotiation with 
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the lender provided it is considered in the best interests of both parties. 
Among the more important covenants commonly used are the following: 

1. Purpose for which proceeds of the loan are to be used. 

2. Proper maintenance of property owned by the company. 

3. Furnishing of financial statements annually, quarterly, and occa- 
sionally monthly. 

4. Maintenance of minimum working capital and, in some cases, mini- 
mum current ratio. 

5. Restriction on pledge of assets. 

6. Restriction on creation of other indebtedness. 

7. Restriction on payment of cash dividends and repurchase of shares 
of own capital stock. 

8. Restriction on investment in, loans and advances to, and guarantees 
of debts of others. 

9. Restriction against merger with or consolidation into any other 
entity. 

10. Restriction against sale of principal assets other than in the ordinary 
course of business. 

11. Restriction on amount that may be expended for acquisition of 
fixed assets. 

12. Restriction against sale and lease-back deals and lease rentals, 

13. Restriction against sale of notes or accounts receivable. 

14. Restriction against voluntary prepayment of other outstanding 
term debt. 

Default Provisions 

Upon breach of certain provisions in the agreement, the borrower may 
be granted a period of time after notice by the lender to remedy the 
breach, and if this is not done, an event of default occurs. In some situ- 
ations an event of default may be automatic, requiring no action by the 
lender to accelerate maturity, while in other instances it may be automatic 
but require the lender to notify the borrower that he has declared the 
obligation due and payable. Following are common default provisions: 

1. Any representation or warrant)’’ by the borrower in connection 
with the agreement be materially false. 

2. Non-payment of principal when due. 

3. Non-payment of interest within a specified time after it becomes 
due (up to ten days). 

4. Breach of any negative covenants. 
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5 Default upon or failure to pay anj other obligation ^\hen due 

6 Bankruptcy of the borrower 

7 Failure of the borrower to deny and hav e vacated w ithin a specified 
time any bankruptcy or reorganization proceedings instituted against it 
(frequently thirty day s) 

8 Appointment of a trustee or receiver for a substantial part of the 
borrow er s property m any involuntary proceeding and not \ acated withm 
a specific ome (frequently thirty days) 

9 Consent by the borrower to appointment of a trustee or receiver 
for a substantial part of its property 

10 Assignment by the borrower for the benefit of creditors or admis- 
sion by him in w nong of inability to pay debts as they become due 

1 1 Failure of the borrow er to discharge any judgment against it within 
a specified time (frequently thirty days) 

12 Breach of any other provision of the agreement which is not 
remedied within a specified period after wnrten notice from the lender 
(frequently fifteen to thirty days) 

Required Documentation 

The loan agreement should sec forth the fixing of the borrowing date 
or dates and the documents to be furnished by the borrower These gen 
erally include the corporate charter, bylaws corporate resolutions, and 
opinion of counsel If Government or stockholder approval is required, 
evidence of it should also be furnished 


SERVICING THE TERM LOAN 

The granting of the term loan marks the beginning of a close relation 
ship betw een the hoccowee and the. lendec It is, only \a tbis nwnnec that 
the lender can effectively follow the activmes of the company, and keep 
abreast of current operations and indicated trends, and be m a position 
to offer assistance when circumstances require Also, it is important that 
the borrower comply with all terms and provisions of the loan agreement. 
This requires constant scrutiny by the lender 
The occurrence of an event of default permits the lender to accelerate 
the maturity of the loan and to demand the immediate payment of pnn 
cipal and accrued interest It is therefore essential that the breach of any 
covenant be deterrmned promptly and that the responsibility for this 
function be assigned to competent personnel This varies among banks, 
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but generally the credit department has the responsibility. In some banks 
the loaning officer or an assistant handles it. The financial statements ^\’ill, 
in most cases, provide a substantial part of the information required to 
determine whether the borrower has complied wdth covenants. Fre- 
quently the agreement requires that the company’s independent account- 
ants furnish an annual certificate stating whether any violations were 
observed in the conduct of the audit. The principal financial officer of the 
company may also be required to furnish a similar certificate. 

As conditions change in an industry, the needs of individual businesses 
also change in order that progress and growth may continue. It is not 
often that a term loan is retired in full as scheduled without some amend- 
ment having been made to the original covenants or some consent or 
waiver granted to permit the borrower to consummate a transaction 
prohibited without the approval of the lender. Whatever the transaction 
might be, the borrower may at any time discuss it with the lender, and if 
it appears reasonable, sound, and beneficial to both borrower and lender, 
prompt approval can be expected. This facility in term loan administra- 
tion is possible because of the banker’s intimate knowledge of the com- 
pany’s activities and is one of the important features that makes bank 
term loans attractive to customers of the bank. 

TERM LOAN TO A MANUFACTURER 

Adams Manufacturing Co. made a complete line of high-quality cloth 
shades in a wide range of colors and sizes and a line of plastic and paper 
shades in the popular price range. Sales were made through fifteen 
branches located in large cities throughout the countr}^ It had an old 
but well-maintained and well-equipped plant. The company depended on 
a supplier, also a competitor, for a substantial part of its shade rollers. 
The supplier decided to discontinue operations and sold its shade facilities 
to another manufacturer. Adams A^anufacturing Co. purchased the roller 
business, which it believed imperative in order to assure its roller supply. 
Included in the purchase were machinery and equipment for Si 88,000, 
paid for in cash, and roller inventories, including raw materials, for 
$326,000, for which the company gave its notes repayable over a three- 
year period. The seller’s roller plant was leased for a twenty-five-} ear 
period at $20,000 annually with an option to purchase the plant for 
$232,000. The company gave a $46,500 note, repayable at $5,812.50 semi- 
annually, for the option right. 

The management decided to exercise its option to purchase the plant 
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and sought financing for this purpose and to retire notes given for the 
roller inventory Investment bankers were selected to negotiate with m 
surance compames for a $500 000 fifteen-j ear term loan, but a turn-down 
was received for this amount Subsequentlj they had a turn down for a 
$375,000 ten )ear term loan from a second company It was at this point 
that Mr Adams, the chairman and principal stockholder, came to the 
bank and asked for assistance The compan)^ had maintained an excellent 
relationship for over twenty ) cars, using its seasonal credit facilities regu 
lari), up to $100000, with a clean up for substantial periods each )ear 
Average balances carried b) the compan) and by Mr Adams personall) 
exceeded the maximum credit granted There were no accounts at other 
banks 

financial Data 

Mr Adams had organized the company more than thirty years before, 
and Its operating record had been good, particularly m recent jears 
Although Mr Adams was now over seventy years of age, he had brought 
in Mr £ F James as president five years before, and the latter had done 
a fine job of running the business The company had capable people in 
the principal management positions Net income for the past four calen- 
dar )ears averaged $<59,000 with a dividend pay out of $10,000 annually 
Net income for the first quarter of the current year was $44,000 Sales 
had been trending up steadily, reaching $2,250,000 for the latest fiscal 
year It w as expected that \v ith the discontinuance of an important com- 
petitor m the industry, Adams Manufactunng Co would be able to 
increase its volume appreciably and would benefit matenally from savings 
to be realized from the manufacture of its own rollers and the sale of 
rollers to others 

While the latest balance sheet pnor to the acquisition of the roller plant 
(see Figure 114) showed working capita! of $910,000 and net worth of 
$1,190,000, It also had outstanding deferred notes of $232,000 repayable 
in three jears Additional term debt was required to finance the acquisi- 
tion of the plant Since the statement date, $30,000 of common stock was 
sold to officers Upon a review of earnings projections of the existing 
facilities and the benefits anticipated from the roller business, the loan 
officer concluded that the company could reasonably service a sev en-year 
$375,000 term loan to be rep 3 )ab]e in equal quarterly instalments, pro- 
vided that Mr Adams made a $125,000 loan to the company for the 
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remaining funds needed, such loan to be subordinated to the term loan. 
This program was entirely agreeable to Mr. Adams. In summary, the 
roller business acquisition was financed as follows: 

Assets Acquired Funds to be Provided by 


Inventory $326,000 Subordinated Notes $125,000 

Machinery and Sales of Stock 30,000 

Equipment 118,000 Bank Term Loan 375ioOO 

Plant 232,000 Corporate Funds H6,000 

$676,000 $676, W 


Figure 114 Comparative Balance Sheets {in thousands of dollars) for 

Adams Manufacturing Co. 


(Tear E) 

End of Three 
K/jTtha 

Assets 

Cash $ 174 

Accounts Receivable 2k5 
Inventoiy 833 

Current Assets 

Land, Buildings, 

Machinery & Equipnent 635 
Less Reserve for 
Depreciation 17J 

Ket Fixed Assets $ 462 

Deposit on Aequisition 
of Roller Business 
Cash Value Life 
Ihstirance 10 

Prepaid Itcas 15 

Total Assets $1,739 


TAflbillties 

Kotes Payable Bank $ 50 

Notes Payable Others 118 
Bank Tera Loan Current - 
Accotmts Payable 78 

Accruals 20 

Federal Income Taxe s 85 
Current Liabillties$ 351 

Kotes Payable Others 198 
Bank Term Loan 

Subordinated Debenttiros- 

Coxrnon Stock 919 

Retained Earnings 271 
Het Worth 1,190 

Total Liabilities $1,739 


Working Capital $ 901 
Working Capital 
(after Senior Debt) 703 


Ket Sales 594 
Pretax Profit 87 
Hot Income 44 

Cash Dividends 5 


(Tear D) 

(Tear C) 

(Tear B) 

(Tear A) 


Fnd of 

End of Second 

End of Third 

End of Fourth 


Last Tear 

Precedine Tear Preceding Tear Preceding Year 

Pro Fcn» 

$ 169 

$ 175 

$ 129 

CO 

$ 126 

135 

150 

no 

123 

245 

, - 5S!» 

601 

707 

579 

833 

$ 868 

$ 926 

$ 946 

$ 790 

$1,204 

513 

413 

401 

397 

868 

169 

!■» 

140 

_ 138 

173 

$ m 

$ 259 

? 261 

$ 259 

$ 695 

50 





10 

9 

9 

9 

10 

4 

5 

4 

J 

15 

$1,296 

$1,199 

$1,220 

$1,061 

$1,924 

$ 50 

$ - 

$ 75 

$ - 

$ 50 

- 

- 


* 

53 

12 

36 

48 

24 

53 

32 

66 

14 

78 

21 

$ 287 

a 

$ 176 

22 

$ 142 

rJs 

42 

$ 022 

- 

- 

: 

“ 

322 



* 

- 

125 

689 

__sa 

1,120 

$1,296 

889 

168 

1,0^7 

$L,199 

370 

625 

995 

370 

__5«2 

939 

919 

—SZl 

1.190 

$1,220 

$1,061 

$1,924 

$ 712 

$ 784 

$ 721 

$ 668 

$ 917 

712 

784 

721 

668 

595 

2,221 

153 

76 

1,935 

139 

69 

1,794 

132 

68 

1.565 

106 

65 


13 

8 

11 

8 
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The Loan Agreement 

The loan agreement contained the ustial financial co% enants necessarj 
to maintain the companv’s credit standing and liquidity However, m 
new of \ir Adams’ age, the dividend covenant ^%as designed to permit 
the compan} to pav cash dividends out of onl^ 40 per cent of eamn^s 
after \ear E, subject to a mimmum workmg capital figure 20 per ant 
higher than that for default purposes, pronded ako that the company 
could, at Its discretion, use such funds otherwise available for dmdends 
to maVe prepay ments on the subordinated debentures 
This program has worked terj well, and all terms and conditions arc 
being complied with properly 
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chapter XIX 


FARM LOANS 


The principles underlying the extension of agricultural 
credit are similar to those in the extension of other credit. The differences 
in administration are due primarily to the following unique factors; 

1. Agriculture is primarily an individual and a family enterprise. 
Living expenses are comparable to salaries paid or other forms of with- 
drawal, and in this respect are a form of operating expense. 

2. The fact that so many living needs can be produced on the farm 
makes possible the existence of more marginal operators and the con- 
tinued operation of many even under adverse conditions. 

3. With increased application of mechanized farm methods and tech- 
niques, of commercial fertilizers, and of improved seed, the ratio of costs 
to gross income is increasing. It now takes $.70 in operating expenses to 
produce Si. 00 of income; ten years ago it took S.50, and scarcely a gen- 
eration ago farmers were able to retain S.70 of each S i -oo of gross income. 
Today success in farming is less a matter of hard work and more a matter 
of business and management ability. Since every farm operator is an indi- 
vidual businessman, the resultant problems are primarily of an individual 
nature. 

4. The amount of capital required, including the I’^alue of the land 
farmed, is high in relation to annual sales and income. 

5. Limited control of production is exercised by varying the kinds of 
crop or the quantity planted. Fundamental shifts in agricultural produc- 
tion come after the operation of the laws of supply and demand rather 
than in anticipation of them. Farmers act independently, are encouraged 
to increase production when prices are high, and are forced to do so 
when prices are low. Agricultural output is largely dependent on climatic 
conditions beyond human control. 


485 
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6 The lack of planned and unified markcung control, coupled with 
the fact that most agricultural products are of a perishable nature, causes 
violent price fluctuations m short penods of ame A nominal shortage or 
an excess of production in relation to demand causes price fluctuations 
matenally disproportionate to such dnergenaes Markeung follows sea 
sonal production Price fluctuanon often reflects the relation of supplj 
to current rather than anticipated demand The \ arying flow of products 
to processors and distribuuon agencies creates problems that contribute 
to this pnee instabilitj Few farmers base the required capital and faal- 
laes for withholding non perishable products from market during penods 
of low pnees 

7 ITie nature of demand for agncultural products is dependent on 
the lescl of consumer purchasing power As buying power increases, the 
demand for such farm processed products as meats and poultry tends to 
mcrcasc As buying power decreases, the less expensive and more plena 
ful cereal foods are purchased by the consumers From four to twche 
pounds of gram are required to produce a pound of processed farm foods, 
while only one fourth to one third as much gram is required to produce 
foods m cereal form Therefore, such a shift in eanng habits, following a 
reduenon in consumer purchasing power, accentuates the problem of 
o\ ersupply 

8 Breeding stock and dairy cattle arc fixed assets when and to the 
extent that they are used to produce agricultural products The same 
assets, however, w ill ev entuallv be sold for human consumpuon, and the 
proceeds therefrom ha\e debt paying \a!ue Such assets are thus properh 
classed as current assets 

9 For economic, social and political reasons attempts are made to 
control production, to carry or dispose of surplus, and to finance agn 
culture through goiemment channels In the confusion of economic, 

ha\ e become costly , and too often, marginal operations and inefficiencies 
have been subsidized 

10 Notwithstanding wide price fluctuation, there is always a market 
for agricultural products Used fixed assets arc sold at public auction sales, 
bnngmg current prices 

1 1 Farm population is decreasing, and the size of the farming unit is 
increasing At the same time there is an increase in the number of part- 
time farmers, of families who have off the farm income from teaching 
clerking, or working m mills and woods or from other sources There is 
a trend from diversification to speaalization The farmer with twelve 
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cows, six sows, and forty acres of corn is a figure in history. Today 
efficiency is measured in the number of pounds of milk, bushels of grain, 
and pounds of meat an individual produces. Such efficiency rccjuires im- 
proved methods and knowledge and substantial and increasing capital 
investments. 

12. In the poultry industry the production and marketing of eggs, 
broilers, and turkeys under contract and supem'sion is u'ell established 
in certain areas. The corporate method of raising and marketing produce 
is found in some of our southern states. There are examples also of corpo- 
rations that are outgrowths of successful family enterprises. The custom 
feeding and marketing of cattle for others; the milk pools or custom care 
and milking of cows for others; the “pig parlor” method of raising hogs— 
these have met with varying degrees of success. With labor and other 
costs more rigid, such operations lack the fle.xibility and adjustabilit)’^ of 
the individual family enterprise and are thus more dependent for success 
on capital and management. The discussion here is directed to the indi- 
vidual or family operation. 

A recognition and understanding of the foregoing factors will help 
the lender to accommodate borrowers profitably. 

THE FARMER'S CREDIT FILE 

The prime function of credit administration in the country bank, 
essential for the mutual protection of the customer, the banlc, and the 
community, is the maintenance and intelligent interpretation of adequate 
credit data and operating information. 

The credit file is the most important tool the banker uses in the admin- 
istration of credit. In each case the banker must decide the amount of 
credit information required and the forms to be used. The extent to 
which a bank can determine the amount of credit that can be safely and 
wisely extended is measured by the quality of the credit information 
maintained and by the use that is made of it. Customers have just cause 
for complaining of “red tape” if the information required serves no pur- 
pose. Credit files that are unwieldy, confusing, or not used are costly and 
of little value. 

Financial Statement 

The most important credit instrument is the financial statement. Assets 
should be listed in detail, indicating their quality and sufficienc} . They 
should be grouped as to debt-paying use. Fixed liabilities are payable 
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from future earnings, current liabilities are payable from current income 
and from assets on hand that are to be sold The most acceptable state 
ment form u ill be one that is clear and easily interpreted 

In addition, the statement should show the title and ownership, classifi- 
cation of land, improvements, the scope acid nature of the farming opera 
tions, insurance carried, operational income and expenses, indirect liabil- 
ities if any, and such other information about the family as will gne the 
lender a complete picture The purpose of the loan and plan of repayment 
may be incorporated in the financial statement or made a part of the 
loan application 

A form of financial statement shown in Figure 1 15 is fully detailed, jet 
sufficiently simple so that it can be prepared within a reasonable time 
With space pro\ idcd for five years, a comparison of statements is con 
vement and automatic Machinery need be listed in detail only once, and 
thereafter deduction for depreciation is automatic and accurate Many 
people would feel that all feed is current assets, but only feed that can be 
used for debt repayment should be so classified 

Space IS provided on the reverse side of this form for pro)ection of 
annuallj anticipated income and expenditures Making up the projecQon 
form does take time, and for that reason it is used primarily m the case 
of new farm loans, of operators with limited capital, and where a com- 
panson of financial statements indicates a lack of desired progress 

Abo on the reverse side of the finanaal statement is space for antici- 
pated financing needs, setting forth repayment plans, a form of guarantee 
to be signed by the spouse, especially needed where title is held joiml) 
with rights of survivorship, and the five hncs for maker signature and 
dating 

Some country bankers use a form of financial statement that they mail 
to their customers each year at about the same time, the customers pre- 
pare and ceoita it at heuvg it to the. hawk they have ascettaiwed the 
needed information There is much to be said for this method Theimen 
tory accuracy is usually more dependable, and there is a definite advan- 
tage m receiving a financial statement at the same ume each year, 
preferably in early spring after winter expenses have been paid, when 
financial conditions arc usually at a low point 


The Projection Sheet or Budget Form 

Particularly m the case of a new lending relationship or of a marginal 
operation, it is essential that a projection be made of anticipated income. 



Figure 115A Form of Financial Statement for Obtaining Information 

for a Farm Loan (front) 
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expenditures, borrowing needs, and repayment plans. Of greater impor- 
tance than the security offered is the question of how profitable the loan 
will be to the borrower. 

The first obligation of any borrower is to provide the living necessities 
for his family; the next is to pay operating expenses; and only from what 
is left can repayment be made to the bank without havdng to resort to 
liquidation of security held. A banker in the habit of loaning on feeder 
cattle is apt to think of one hundred cows as choice security. A banker 
financing the raising of cattle knows that in a cow-calf operation a 
hundred-cow herd is marginal in the average instance. A loan of Sioo 
with chattel security on one hundred cows might help pay a grocery bill 
and be well secured, but it is of no help to the borrower. It won’t help 
him make money to repay the loan or get ahead. 

Two general forms may be used. One form follows the form of the 
Federal income tax return and deals in annual income and annual expendi- 
tures. A second form breaks expenditures and income into the seasonal 
quarters of the year, thus providing a little more accurate picture of the 
timing of borrowings and of repayments. Both forms have their advan- 
tages, and in each, provision should be made for actual results with which 
to make comparisons. 

The simple answer to the question, “How will you repay the loan^’’ is 
adequate providing that the source of income materializes in the antici- 
pated amount and that there are no other more urgent uses of that income. 
Projection or budget forms aid in a more comprehensive and accurate 
appraisal of the value of the loan and of the ability to perform. Each 
banker can prepare such a form, basing it on the normal sources of 
income and markets and on the normal items of expenses and costs pre- 
vailing in his area. 

Statement Comparisons 

The financial and operating statements provided by businessmen are 
presumably as taken from their books and business records. Few farmers’ 
statements, however, are a copy of records kept by them. Inventory 
values in business statements are customarily based on the lower of cost 
or market. In farmers’ financial statements inventory valuations are often 
the borrower’s opinion of current market values, which fluctuate from 
year to year. Even on fixed assets the market wdll fluctuate. In good 
times farmers can afford new' equipment, and used equipment sells poorly. 
In bad times the need to economize forces the prices of used equipment 
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higher than is reasonable Too often valuations given to annual inventory 
listings are dependent on the faulty memoiy' or the mood of the borrower 
Real estate values too seldom show cost but instead reflect what the 
borrower “would sell for” 


Adjusted Net Worth Statement 

Where the fi\ e-year statement form is used, variances of machinery 
and real estate valuations arc eliminated, and variations in other valuations 
are more apparent Bankers can often make needed compensation or 
adjustment for such inventory valuation varianons But there are in- 
stances where more accurate records and testing should be made These 
are achieved by means of an adjusted net worth statement In such a 
statement the various classes of Inestock are given a fixed unit value, and 
this same unit value is used each jear The following are examples of 
fixed unit values that might be used cows and bulls, $ioo, two-year-old 
heifers, $75, yearling heifers, $50, steers, S60 or, if purchased, at cost, 
calves, $25, cattle on feed, $100, sows, $40, shoats, $20, pigs, $10, ewes 
and bucks, $18, lambs, $10, horses and mules, $75, and colts, $25 The 
fixed unit values should hate a reasonable relationship to each other in 
order properly to reflect shifts in the tvpes of operation The objecDve 
is to show not present market value but any gam or loss in the periods 
between statements and show economic trend lines After all, a farmer 
who lists a hundred cows one jear at Sioo a head doesn’t make $10,000 
by listing them at $200 a head, or lose $5,000 the folloviing jear by 
showing them at $150 a head 

Logically all farmers should make progress during periods of nsing 
prices The use of adjusted net worth comparisons shows that even m 
periods of greater prospent) marginal operators actually lose or fail to 
make the progress the) should The use of increased valuations gives 
them a misleading sense of affluence and is too often misleading to the 
banker as well 

Better farmers will make progress under even adverse conditions If 
the banker can properly evaluate his customer's abili^, he can extend 
and administer credit more wisely and with greater confidence A banker 
should maintain files containing such complete credit information that 
he can intelligently discuss the credit problems unicjue to each customer 
Thus, the banker should be in a position to point out adverse trends in 
time and make suggestions to correct them A majority of farmers have 
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the ability to correct their own shortcomings if they recognize them soon 
enough. 

Comparison of the adjusted net worth statement of one farmer with 
those of others is also enlightening. In fact, the study of such statements 
affords a wealth of research material. A sound credit philosophy does not 
seek simply to answer the question, “Is the customer good for the loan?” 
but it aims rather to answer the question, “What benefit will the cus- 
tomer derive from the loan?” This form is particularly valuable in helpin? 
a banker to extend credit wisely to those who may need assistance and 
who will use it advantageously. 

Comment Sheet 

Every credit file should contain a running comment sheet on wliich 
should be recorded visits, inspections, plans, commitments, and other 
information about the borrower and his family which may be of value to 
the banker. It should also contain statements of security held and such 
legal papers as are received. 

The comment sheet may be a simple blank sheet, or it may be a more 
complete form as shown in Figure 1 16. This form is simple to set up and 
maintain; it shows at a glance the date of the last statement, the relation- 
ship of the various types of assets and liabilities, the net w'orth as shown 
in preceding statements and in the current statement, the type and value 
of security held, with space for other types of security, such as a guaran- 
tee or collateral. Established credit lines, the amount of the new loan, and 
the amount of the total bank indebtedness are shown. This type of 
comment sheet is particularly useful and convenient to the board of 
directors or the loan committee in reviewing loans and determining credit 
lines. 


AGRICULTURAL BANKERS 

The place of agriculturally trained men in banks is well established. 
Agricultural representatives in banks hav^e their own organizations, such 
as the Upper Midwest Agricultural Credit Council in the Ninth Federal 
Reserve District. The Agricultural Banker is a monthly magazine devoted 
to consideration of their work and problems. The functions of such men 
are to service agricultural loans, to build good will, and to lend impetus 
to such sound agricultural programs as will assure the future agricultural 
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wealth of the community Farmer customers like to do business with 
bankers who understand and are mterested in agnculture Banks with 
such services and quahfied personnel can make a wider variety of loans 
to more people with less nsk 


Figure ii6 Comment Sheet 
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The human element should aKva)^s be recognized in agricultural lend- 
ing. As is true with all people, there is a percentage of farmer borrowers 
who have the natural ability to become successful without any help or 
guidance. Contrasted to these are a comparable number of farmers who 
probably will not be successful regardless of the amount of assistance 
given them. Then, there are those who need but little help, contrasted 
to those who need a great deal. Between these, there is a group of 
farmers who, with constructive help and guidance, develop the abilitv 
to make profitable use of money borrowed. 

The extent to which a country banker can, without undue risk, develop 
good bank customers in this group is a measure of his ability and of the 
value of his bank to the community. No one intentionally fails. Failures 
are due more to inadequate records and interpretation, which of itself is 
a management failure, than to lack of other abilities. With records kept 
up to date and with a knowledge of the results of their farming opera- 
tions, farmers can either rectify their operating faults or quit farming 
while some part of their investment can be salvaged. 

Few farmers consciously follow the businesslike policy of maintaining 
credit standing with their bank. While bankers cannot anticipate all cus- 
tomers’ needs, they can maintain credit information that will contribute 
to this readiness to serve and often eliminate the danger of a too hast)’’ 
conclusion. 

Loans for various purposes, such as capital and operational, are occasion- 
ally combined, especially on renewals. This results in a confused, mis- 
leading, and often inflated condition. Operating loans should be kept 
separate from capital loans, since the former should be repaid from cur- 
rent income while the latter are usually repaid out of net income over a 
period of years. Notations, made on the notes themselves, of the purpose 
and plan of repayment serve as a reminder to the banker and evidence to 
the borrower that repayment is an ultimate objective. 

Machinery and equipment loans are similar to other consumer loans. 
Instalments may be irregular in amount and in the time of payment in 
order to match the farm income schedule, but reduction should always 
be sufficient to maintain adequate equities. Daity loans should be payable 
in regular instalments from dairying income. Feeding and breeder loans 
are payable from the sale of livestock financed or from the sale of the off- 
spring produced. In making feeding and breeder loans, particular con- 
sideration must be given to the ability of the borrower. Pure-blooded 
breeding is too hazardous for the average farmer. 

Real estate appraisal should be based on production from normal rota- 
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con, computed at normal pnces The \alue of ranch land used to raise 
In estock should be related to the number of head of In estock that can be 
earned on the land and the normal \aloc of such livestock The require 
ment of penodic reduction and amortization of a loan affords protection 
to the bank and provides evidence of the benefits of the loan to the 
borrow er 

Management abilitj is becoming increasing!} important for success m 
farming In the early da}s most of the proceeds from the products sold 
could be retained b} the farmer or applied on his obligations Today the 
operational costs of mechanized farming, h}bnd seeds, disease control, 
higher htmg standards, feralizcrs, and other needs materially reduce the 
portion of gross income available for debt pa} ment or expansion As the 
trend in that direction continues, the importance of management ability 
increases 

Man} borrow ers seem to trust to luck, to pros idencc, and to the sy mpa- 
th} of their bankers for their finanang needs They appl} for loans after 
the need has arisen, without am knowledge of their total needs and 
without formubcing an} plan of repa}mcnt. Planmng is comparative!} 
simple and is ]ust as sound, as pracucal, and as possible for farmers as for 
businessmen In addition to being fair to the bank, good planning and 
arranging for credit needs beforehand gives the borrow er confidence and 
assurance in his operaaons and helps him increase hts earnings 

The banker w ho extends credit at the beginning of the farming season 
or at the begmmng of a program, has a moral obbganon to extend the 
additional credit needed to complete the operation Unless there has been 
a clear understanding, a meetmg of minds,’ at the begmmng, relations 
may become embarrassing to both banker and customer 

Loans that increase the qualit} and quanat} of production may be 
sound. Loans that merelv make a task easier or shorter w ithout mcreas- 
mg production arc too often detnmentai, and the costs of producoon are 
thereb} increased unless income is left for debt pa}Tnent. Character 
being assumed, abilit} is more important than secuni}’ 

It IS sound banking to take on new, carefull} selected risks each }ear, 
thus assurmg a source of successful and profitable customers m the fu- 
ture It IS likewise sound to elimmace those whose records indicate a lack 
of ambmon or ability Current and complete credit information is an aid 
to this end 

The sound administration of agricultural credit is both sociall} and ma- 
tenall} constructive Individuals arc thereb} enabled to take places of 
responsibility and standing in their wimmunit} , to liv e, to think, and to 
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act independently, even as did those who founded and built this county. 
Our theory of government provides for the protection of the rights of 
the individual. Sound agricultural financing contributes to the welfare 
and independence of the individual. The countr}’- banker who thus ful- 
fills this function thereby builds his community, protects his depositors, 
and assures the future of his bank. 



chapter XX 


LETTERS OF CREDIT 

AND BANKERS' ACCEPTANCES 


Credit is also extended b\ commercial banks and trust com- 
panies through the issuance of commercial letters of credit which are 
used to finance the purchase of goods by 

r A domestic importer from a foreign exporter 

2 A foreign importer from a domestic exporter 

3 A domestic buyer from a domestic seller 

A commercial letter of credit is a special form of letter issued by a bank 
at a customer’s request, addressed usually to a firm or an individual, and 
occasionally to a bank, referred to as the beneficiary, to whom authority 
IS given to draw drafts in dollars on the issuing bank or in foreign cur- 
rencies on the issuing bank’s foreign bank correspondent for account of 
the bank’s customer The letter of credit usually specifies that certain 
conditions are to be fulfilled by the beneficiary before he receives pay- 
ment, and includes a definite commitment by the issuing bank to drawers, 
endorsers, and bona fide holders of drafts drawn under and in compliance 
with the terms of the. ccedir^ that such, drafts wrll he honored 

An Instriment of Finance The commercial letter of credit is an instru- 
ment of finance long known to international commerce It is one of the 
most satisfactory vehicles of credit, proven through years of usage and 
accepted by both buyers and sellers engaged in. foreign trade MaePher- 
son’s Annals of Commerce, published in 1805, traces it back to the year 
1202, and states that ‘‘King John, (signer of the Magna Carta), having 
occasion to send two agents to Rome where no business could be trans- 
acted without money, furnished them with a letter addressed to all mer- 
chants, whereby he bound himself to repay the sums advanced to his 
498 
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agents to the amount of 500 marks, at such time as should be agreed upon, 
to any person presenting his letter together with the acknowledgement 
of his agents for the sums received.” 

The primary purpose of a commercial letter of credit is to finance a 
purchase of goods, and it should be clearly understood by the buyer and 
the seller that the purchase-sales contract executed by them is separate 
and distinct from the letter of credit. For example, a letter of credit does 
not guarantee to an American buyer that a foreign seller A\-ill abide by 
the terms of the purchase-sales contract, nor does it guarantee to the 
buyer that he will receive the merchandise he has contracted to buy. The 
protection given to the buyer is that the foreign negotiating bank will 
not pay the seller until it has received documents called for in the letter 
of credit, ordinarily a commercial invoice, a customs invoice, and a full 
set of original negotiable ocean carriers on board clean bills of lading 
conveying title to the merchandise, and also the assurance that all other 
terms of the letter of credit have been satisfied. It is, therefore, of para- 
mount importance that the buyer obtain verification from authentic 
sources of the reliability and reputation of the seller in the trade before 
placing a letter of credit in his hands. The best sources of credit informa- 
tion are banks located in the vicinity of the seller and various interna- 
tional credit agencies. 

This method of financing does not involve the actual loaning or out- 
lay of funds by the bank. What really happens is that the name or the 
credit standing of the bank is loaned to the purchaser of the goods so 
that the seller has the promise of a widely known bank to pay his draft 
rather than the promise of the purchaser, who may be relatively un- 
known. Consequently, the seller does not rely on the buyer for payment. 
As a matter of fact, he may obtain payment immediately by discounting 
at his own bank the draft which he has drawn under the issuing bank’s 
letter of credit. By providing the seller with a commercial letter of credit, 
the purchaser does not pay for his merchandise in advance. Payment is 
not made by the purchaser until the documents required by the terms 
of the letter of credit have been presented to the drawee bank, or until 
the acceptance, if it is a time credit, matures. 

Small Banks May Use Letters of Credit 

Many commercial banks and trust companies in smaller cities and 
towns and in the outlying districts of the larger cities lack the facilities 
for issuing commercial letters of credit. Letters of credit for the cus- 
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tomers of such banks are issued bj larger correspondent banks, but under 
the guaranty of the smaller institution which has the account of the ap 
plicant The application for the letter of credit and the relatue guaranu 
arc signed by the bank which has the deposit account The issuing cor- 
respondent bank deals only with the smaller bank, which m turn deals 
with Its customer, the bu\ er of the merchandise 

Coimmsston rates charged The bank which issues the letter of credit 
ordinarily will grant the guarantor bank a preferenual rate of commis- 
sion which IS one half of its best rate charged to its prime commercial 
customers The correspondent bank will determine the rate of commis- 
sion to be charged its customer, which xtill be at a higher rate than the 
rate it is required to pay to the issuing bank The differential between 
these tv. o rates represents the profit accruing to the guarantor bank With 
this facility aiailable to correspondent banks they can, if they so desire, 
extend to their customers letter of ccedit financing at commission rates 
comparable to those which might be obtained from a larger commercial 
bank, and also earn additional mcome for xheir bank 

TYPES OF LEHERS OF CREDIT 

There are several ty'pes of letters of credit and many possible vana 
tions of terms which contribute to make them the most flexible of the 
credit instruments 

Irrevocable Credits 

These arc the best known, more frequently used and the most widely 
accepted because they cannot be cancelled without the mutual consent 
of both buyer and seller, nor can they be amended at the request of the 
buyer without the appro\aI of the seller, or nee versa It is most impor- 
tant to giecify that a letter of credit is trrezocable, if that is the ^pe de- 
sired, as it IS otherw ise considered revocable m accordance w ith Uniform 
Customs and Practice for Commercial Documentary Credits fixed by 
the Thirteenth Congress of the International Chamber of Commerce 

Revocable Oedtis 

These are not legally binding undertakings between banks and bene 
fiaaries Such credits may be modified or cancelled at any moment by 
the issuing bank without notifying the beneficiary A revocable credit 
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must necessarily be available for negotiation with only one specific bank, 
to which a copy of the original credit is transmitted by the issuing bank. 
Modification or cancellation of the credit can take effect only upon re- 
ceipt of notification from the issuing bank by the bank with which the 
credit has been domiciled. Negotiations effected by the paying bank prior 
to the receipt of a notification of cancellation or modification must be 
honored by the issuing bank. 


Revolving Credits 

Alany firms find it more convenient in certain transactions to request 
the issuance of revolving letters of credit which revert at certain speci- 
fied intervals to the original amount of the credit. For example, a letter 
of credit may be revolving for the sum of $10,000 weekly, wltich per- 
mits the beneficiary to draw drafts up to an aggregate of $10,000 each 
week prior to the date of expiration of the credit. Credits of this t)'pc 
can be issued to permit drawings daily, weekly, monthly, or for any 
period desired by the buyer. Revolving credits may be cumulative or 
non-cumulative. 

Cwmclative Credits. In a cumulative credit under which the amount 
of $10,000 revolves weekly, any sum not used by the beneficiar)" in each 
specified period may be draim in any subsequent period. For example, if 
only $6,000 were drawn in one of the weekly periods, any part or all of 
the unused portion of $4,000 could be utilized in any subsequent period. 

N on-Cumidative Credits. In a non-cumulative credit, any amount not 
used by the beneficiary during each specified period may not be drawn 
in any subsequent period. Using the same illustration— if only $6,000 
were drawn in one weekly period, the unused portion of $4,000 could 
not be utilized in a later period. Unless a customer possesses substantial 
resources, a revolving credit is issued in revocable form since it can be 
appreciated that an irrevocable credit revolving weekly in an amount of 
$10,000 would obligate a bank to an aggregate amount of $520,000 if the 
expiration date of the credit were a year from the date of issuance. 
Firms, such as mail order houses or department stores, utilizing a rev- 
ocable revolving letter of credit, often name a foreign buying agent as 
the beneficiary'’ whom they have commissioned to purchase various ty'pes 
of merchandise. If the importer is dissatisfied for any reason, he can re- 
quest the issuing bank to notify the foreign bank at v'hich the credit is 
available either to reduce the amount revolving or to cancel the credit 
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immediately on receipt of the notification which can be dispatched cither 
bj cable or air mail, depending on the urgency’ of the situation 


Assignable Credits 

It often happens that the beneficiaries of both domestic and import 
letters of credit are not actually the suppliers or manufacturers of the 
goods desired bj the buyers In such cases the sellers request the buyers 
to instruct their bankers to issue Icners of credit which can be assigned 
to a third party or directly to a bank This may be accomplished by the 
issuing bank by adding the words ‘or Assigns’ following the name and 
address of the beneficiary Whenever the onginal bencficiar) assigns the 
letter of credit to a third party, he adtises the issuing bank of his action 
giving the name of the assignee and the amount assigned if onl^ a partial 
assignment is made Bankers ordinanly derive an assignment commis- 
sion from the beneficiat) for effecting the assignment Proper notations 
are made m the banks records and drafts accompanied by the required 
documents maj then be drawn and presented for payment b) the as 
signee 

The bank which issues the letter of credit, however, assumes no re 
sponsibihty for the proper identity of the assignee or the validi^ of 
any assignment This is covered by a nder attached to the guarant) 
addressed to the bank and signed b) the bu)er and reads substantially as 
follows 

To THE FIRST NATIONAL BANK OF CHICAGO 

With reference to your letter of credit No GC 36000 a copy of 
which is attached, at our specul request there has been added the words 
“or assigns” to the designated beneficiary, and it is understood and 
agreed that y ou are under no duty to determine the proper identity of 
any one appearing in the draft or documents as assignee, nor shall you 
be charged with responsibility of any nature or character for the validity 
or correctness of any assignment or successive assignments and that pay- 
ment by you to any purported assignee or assignees as determined by 
you, IS hereby authorized and approved and further the undersigned 
agrees to hold you harmless and indemnified against any liability or 
claim in connection with or arising out of the foregoing 

American Importing Company 
By John Smith, Treasurer 
Authorized Official Signature 
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Special Credits 

In some instances, firms send their own representatives to various coun- 
tries on purchasing missions and wish them to be in a position to make 
payments directly to suppliers for merchandise purchased or to arrange 
with a foreign bank to pay directly to foreign sellers specific amounts 
against delivery of stipulated documents. Since the firm does not know 
in advance from whom the purchases may be made, the representative 
may be provided with a letter of credit issued in his favor or assigns. For 
purposes of identification, the issuing bank furnishes the representative 
with a separate letter of introduction on which a specimen of his signa- 
ture appears. 

This type of letter of credit usually stipulates that drafts need only be 
accompanied by a statement signed by the representative to the effect 
that the funds will be used for the payment of merchandise or by such 
other documents as may be designated by the representative. If the repre- 
sentative wishes to obtain funds, he negotiates drafts accompanied by his 
signed statement only. If the representative has effected purchase orders 
with certain suppliers, he may assign the letter of credit, all or in part, 
depending on the amounts of the contracts, to the sellers and designate in 
the assignment the shipping documents the sellers must submit to the 
foreign bank to which the arrangements would be known before pay- 
ment could be made to the sellers. 

BASES OF CREDIT EXTENSION 

Banking institutions issue import letters of credit for account of busi- 
ness enterprises, individuals and customers of their domestic bank cor- 
respondents. The basis on which letters of credit are issued depends 
upon the financial condition and the credit standing of the importer. 

U7jsecured Credit. If there is no doubt about the credit worthiness of 
the customer, the letter of credit is issued on an unsecured basis. 

Secured Credit. If the extension of credit is not warranted, the im- 
porter may either put up cash for the face amount of the letter of credit 
or pledge viarketable sectirities. Occasionally an issuing bank will learn 
of an impairment of the importer’s financial condition subsequent 
to the issuance of a letter of credit. In that case the bank protects itself 
by retaining the documents negotiated under the letter of credit and au- 
thorizing the custom house broker, who receives a set of documents, to 
handle the shipment for account of the bank. When the shipment arrives, 
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the bank may instruct the custom house bfoker to warehouse the goods 
m Its name and deliver the "uarehouse receipt to it As the customer sells 
the merchandise he presents the sales orders to the bank which authonzes 
the warehouse to allow partial withdrawals and release the relame mer- 
chandise to the customer against a trust receipt When the customer re- 
cenes proceeds of the sale, he pa^s the bank and redeems the trust 
receipt which he signed 

Back to Back Credits A bank also accepts as collateral for the issuance 
of a letter of credit a commeraal letter of credit which either the bank 
Itself has issued or w hich some other bank niay hav e issued in favor of 
the bank’s import customer In such casei^ both letters of credit must 
finance the purchase of the same merchandise Letter of credit A covers 
the purchase of specific merchandise by a business enterprise or an indi 
vidual, whereas letter of credit B, which is assigned as securi^, covers the 
sale of the same merchandise b) the bank’s customer to the party for 
whose account the assigned letter of credit B was issued The bank 
which issued the letter of credit A is, therefore, protected by the guar- 
anty of the bank which issued the letter of credit B. but the former bank 
must be certain that the documents required by the terms of letter of 
credit A comply absolucel) with the conditions outlined in the assigned 
letter of credit B Letter of credit B should be an assignable credit, a dc- 
scripaon of w hich w as outhned in a preceding paragraph 

ILLUSTRATION OF IMPORT UTTER Of CREDIT TRANSACTION 

An actual transaction will be presented to illustrate the manner in 
which a customer applies to his bank for a letter of credit The importer, 
in this case, the American Importmg Company of Chicago, Ilhnois, has 
agreed to purchase from the Brazilian Coffee Company of Santos, Brazil, 
500 bags of coffee at 34 cents per pound, landed at New Orleans, 
Louisiana 

Application Form 

The imponer prepares an application form (Figure 117) which shows 
the major terms of the purch^ sales contract and the information nec- 
essary for the bank to issue the letter of credit An explanation of several 
of the terms follows 

Tenor of Draft In order that the importer may hav e time to process 
the coffee, if he is a roaster, or sell the green coffee, if he is a broker, the 



LETTERS OF CREDIT, BANKERS' ACCEPTANCES 505 

seller has agreed to allow ninety days after the acceptance of the draft 
by the issuing bank before payment becomes due. The bank is therefore 
advised in the application that drafts are to be drawn at ninety davs siglit. 

Invoice showing. The coffee shipper has agreed to sell the coffee at 34 
cents per pound, which includes the cost (C) of the coffee and the 
freight (F) from any port in Brazil to the port of New Orleans. There- 


Figure 117 Application Form for Commercial Letter of Credit 
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fore, the mvoice submitted bj the shipper must show the quantity of 
coffee sold, the price per pound and the selling terms indicated— C & F 
New Orleans 

B/L issued to order of The B/L or bill of lading called for may be 
issued by the ocean earner to the order of the shipper and endorsed in 
blank This document controls the shipment and is, of course, the most 
important and \aluable of the required documents called for in the ap- 
phcation Since the bill of lading js endorsed m blank, it is good in any- 
one’s hands, similar to a check or draft endorsed m blank by the paj ee 
It IS the usual custom of steamship companies to issue bills of lading m 
sets of two, three and sometimes four onginals— anj one of which being 
used the remaining stand % oid Should the issuing bank extend unsecured 
credit to the importer but still wish to retain control of the merchandise. 
It would adtise the customer that it wishes bills of lading issued to its 
order If the credit standing of the importer is undoubted, the bank 
would be quite willing to have bills of lading issued to the order of the 
customer Straight bills of lading are osuall) not acceptable on import 
shipments, particularly to the issuing banks, because they prefer control 
of the merchandise to rest w ith the holder of an order bill of lading, be 
It the bank itself, its own customer or the custom house broker The un- 
desirable feature of a straight bill of lading is that the document itself 
does not control the shipment and does not have to be presented to the 
steamship company in order to obtain the merchandise The merchandise 
may be delivered on the recognizance of the importer or the custom 
house broker claiming to represent the importer 

'Notify The “notif) part)” shown m the bill of lading is usually the 
custom house broker or the importer Frequently the importer does not 
wish It to be known by his competitors or the business public in general 
that he is importing merchandise Bj having the custom house broker 
shown as the “notify party” the importer s identity is not rev ealed Both 
the broker and the importer arc often shown as the ‘ notify party ” In 
any event, the steamship compam notifies the designated party or parties 
of the arnv al of the shipment at the port of destination 

Shipment From In order that the seller may ship the merchandise by 
the first available steamer, it is usually agreed by the buj er and seller that 
no port of departure be specified— onlv the country' is named 

Expiration Dxte The importer js interested m the date the relative 
merchandise will be delivered at his plant, which m this instance might 
be approximately August i Estimatmg the transit time from Brazil to 
Chicago via New Orleans to be about one month, he sets the expiration 
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date at July i. This forces the seller to deliver the merchandise to the 
steamship company in exchange for the full set of bills of lading, prepare 
the other documents called for in the letter of credit, including the ninety 
day sight draft, and present the draft, documents and the original letter 
of credit to his bank for negotiation on or before July i . 

Insurance. American importers have found it generally preferable to 
insure the merchandise with an American marine insurance company. In 
the event a claim for loss or damage must be made, the proximity" of an 
American insurance company is advantageous in filing claims and recov- 
ering reimbursement. 

U. S. Customs hivoice. This document is prepared by the shipper on a 
form supplied by the U. S. Customs Service and when completed is sub- 
mitted to the U. S. consular office in the country of origin to be con- 
sularized. Although coffee is not subject to duty in the United States, 
consularization of the document is required principally to permit the 
consular office to confirm that the product has been grown in the countr)’’ 
from which it is being shipped and also to verify that the selling price 
shown in the invoice coincides with the relative marker price for the 
grade and size being shipped. 

Partial Shipments Not Permitted. It is ordinarily understood that partial 
shipments ivill be peiinitted unless otherwise indicated in the terms of the 
letter of credit. In this case, the importer has indicated that only one 
shipment of the entire lot of 500 bags may be made. 

Authorized Signature. It is important that the application be signed by 
a member of the importing firm who is authorized to apply for letters of 
credit. After the importer has completed the application form, he signs 
it officially and submits it to the issuing bank with the request that it be 
prepared. 


PREPARATION OF IMPORT LETTER OF CREDIT 

When the issuing bank receives an officially signed application for an 
import letter of credit from its customer, which form combines the 
request for the letter of credit and the guarantee form thereunder, it 
utilizes the details in the application and prepares an original letter of 
credit (Figure 1 18). In the same typing operation, the original credit and 
non-negotiable copies are prepared and also a ledger sheet which becomes 
a part of the issuing bank’s records. Certain details concerning e\ery 
negotiation are noted on the ledger sheet; such as the amount and date of 
draft and any other pertinent facts. All amendments to the credit are also 
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recorded Nor mfrequentlj documents other than those mentioned m 
this particular transaction are required such as certificates of qualit), 
ongin and weight, or parcel post receipts The documents required are 
alua\s indicated b) the purchaser m tlie appbcation for the letter of 
credit 


Figure ii8 Issuing Banks Onginal Commercial Letter of Credit 
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After the letter of credit has been prepared, the bank follows the in- 
structions of the importer indicated on the application form as to the 
disposition of the original credit. The requested number of non-nc^otia- 
ble copies of the letter of credit are fortv'arded to the importer. A non- 
negotiable copy of the credit is forwarded to the foreign bank together 
with the original credit for eventual dilivery to the beneficiary. 

Liability of Customer and Bank 

Because there is no actual outlay of funds involved in the issuance of a 
commercial letter of credit, there is no direct liability outstanding while 
a letter of credit is unused. There is, however, a contingent liability. Ac- 
cordmgly, the amount of each letter of credit issued is charged to a 
special contingent liability account. As soon as a draft has been paid 
under a sight letter of credit, the contingent liability account is reduced 
accordingly. On letters of credit which have expired, the liability may be 
cancelled, after allowing a reasonable length of time for any items which 
may be in transit to be presented to the issuing bank. 

As soon as a draft has been accepted under a time letter of credit, the 
contingent liability is reduced accordingly. There is then immediately 
created a direct liability which both the accepting bank and the cus- 
tomer are obligated to pay. The amount of the acceptance is conse- 
quently charged into a special liability account maintained for that pur- 
pose. When the acceptance is later paid, the direct liability is reduced. 
Actually, there are two acceptance liability accounts set up on the 
books. The liability of the bank as acceptor appears in the liabilities on 
the bank’s statement, while the liability' of the customer as guarantor 
appears in the assets on the bank’s statement. Individual records arc also 
kept of each customer’s contingent and acceptance liability' under com- 
mercial letters of credit. 

Customer's Guaremty. For each letter of credit issued, the bank obtains 
from the customer a guaranty' on a printed form (Figure 119). This 
guaranty covers the customer’s agreement to reimburse the bank for 
drafts drawn under the letter of credit, to pay the bank a commission, 
and to hold the merchandise or proceeds thereof at the disposal of the 
bank pending full settlement. The guaranty provides further that the cus- 
tomer will not hold the bank responsible for the genuineness of the 
documents, or for the quantity, quality', or character of the merchandise 
described in the documents. 

Bank's Covmnsswn. When a bank loans its funds, it is remunerated b} 
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charging interest to the borrower However, since no cash is advanced 
in preparing and opening a letter of credit, the bank recen es its compen- 
sation or consideraoon for loaning its name by charging the customer a 
commission at the time a draft is paid The commission is figured on an 
interest basis and is computed according to the tenor of the draft drawn 
under the letter of credit Each bank follows its ow n policy with regard 
to the rate charged In most banks, importers who warrant the prime 
loaning rate should receive the best commission rate charged on letters 
of credit This rate is ordinanl) lower than the rate on a commercial 
loan The lowest commission rate charged on sight letters of credit is 
usually ‘/i of 1% with a minimum charge of $1000 whether the credit is 
used or not The following figures illustrate the commission rates 
charged on dollar letters of credit when the customer is charged on a 
basis of I '/i per cent per annum 

Drafts at sight of the face amount of the draft 

" 30 days’ sight W % “ “ “ “ “ " " 

“ " 60 “ “ V*% « “ “ “ “ “ “ 

It <■ ^ •• <. » U 4. 4. <4 «* U 

On a foreign currency credit under which the beneficiary draws drafts 
expressed in the currency of his country, commission rates applied by the 
issuing bank include die charges made by the bank’s foreign corre- 
spondent for inspecting documents to ascertain that the beneficiary has 
complied with the terms of the credit, for making payments to the 
beneficiary and, in the case of omc drafts, for an acceptance commis- 
sion Rates for foreign currency credits vary between different coun- 
tries, depending on the foreign bank charges, but usually are more than 
those for dollar credits 

Figure 1 19 Guaranty Given to Issuing Bank {officially signed 
by the importer or by the domestic bank correspondent) 

Terms and Conditions of Commercial Letter of 
Credit and SEctmiTv Agreement 

In consideration of your issuing the Credit, substantially according to 
the Application appearing on the reverse side hereof or as attached thereto 
and initialled by us, we, the undersigned, hereby jointly and severally 
agree as follows 

I. As to drafts or acceptances under or purporting to be under the 
Credit, which are payable in United States Dollars, we agree (a) in the 
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case of each sight draft, to reimburse you at your office, on demand, in 
legal tender of the United States of America, the amount paid on such 
drafts, or, if so demanded by you, to pay you at your office in advance in 
legal tender of the United States of America the amount required to pay 
such draft; and (b) in the case of each acceptance, to pay to you at your 
office, in legal tender of the United States of America, the amount thereof, 
on demand but in any event not later than the date of maturity. 

2. As to drafts or acceptances under or purporting to be under the 
Credit which are payable in currency other than United States Dollars we 
agree: (a) in the case of each sight draft, to reimburse you at your office, 
on demand, the equivalent of the amount paid, in legal tender of the United 
States of America at the rate of exxhange then current in Chicago for 
cable transfers to the place of payment in the currency in which such 
draft is drawn, with interest from the date of payment of the instrument, 
or if so demanded by you, to pay you, at your office in advance, in United 
States currency, the equivalent of the amount required to pay the same; 
and (b) in the case of each acceptance, to pay you at your office, on de- 
mand, the equivalent of the acceptance in the legal tender of the United 
States of America at the current rate of exchange for demand drafts on 
the place of payment, if payment is made by us in time to reach the place 
of payment in the course of the mails not later than the date of maturity, 
or at the current rate in Chicago for cable transfers at time of transmission 
to the place of payment in the currency in which the acceptance is pay- 
able, if such payment is made at your office on the maturity date. If, for 
any cause whatsoever, there exists at the time in question no rate of 
exchange generally current in Chicago for effective cable transfers of the 
sort above provided for, we agree to pay you on demand an amount in 
United States Dollars equivalent to the actual cost of settlement of your 
obligation to the payor of the draft or acceptance or any holder thereof, 
as the case may be, and however and whenever such settlement may be 
made by you, including interest on the amount of dollars payable by us 
from the date of payment of such draft or acceptance to the date of our 
payment to you at the rate customarily charged by you in like circum- 
stances. 

3. In the event that any United States Dollar drafts are drawn by us on 
you in order to refinance any obligation set forth in the preceding two sec- 
tions, and such drafts, at your option, are accepted by you, we agree to 
pay you on demand, but in any event not later than the maturity date the 
amount of each such acceptance. Each amount which may become due 
and payable to you under this Agreement may, in your discretion and if 
not otherwise paid, be charged by you to any available funds then held 
by you for our account. 
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4 We agree to pay y ou on demand, \nth respect to the Credit, a com- 
mission at such rate as } ou may determine to be proper, and any and all 
charges and expenses which may be paid or incurred by y ou m connection 
with the Credit, together w ith mterest \\ here chargeable Interest paj able 
hereunder shall be at the rate customanly charged bj y ou at the nme in 
like circumstances 

5 As secunt)’ for all of our obligations and liabilities to ) ou, w e hereby 
recognize and admit jour secunij interest in all property shipped under 
or pursuant to or in connection with the Credit or in any way relative 
thereto or to the drafts drawn thereunder, w hether or not released to us 
or to our agents on sccuntj agreements, and also in and to all shipping 
documents, warehouse receipts, poliaes or certificates of insurance and 
other documents accompanjing or relaove to drafts drawm under or in 
connection with the Credit, and in and to the proceeds of each and all of 
the foregoing, unol such time as all the obligations and liabiboes of us or 
an) of us to j ou at an) time existing under or \nth reference to the Credit 
or this agreement, or any other obligation or babiht)’ to you have been 
fully paid and discharged, and that all or any of such property and docu- 
ments, and the proceeds of any thereof, coming into jour possession or 
that of any of vour correspondents, maj be held and exposed of as here- 
inafter provided You shall have all of the rights of a secured party under 
the Uniform Commercial Code m the aforesaid property and, in addition, 
shall have all of the rights specified herein We agree to execute such 
financing statements and other vvnangs as shall be necessary to perfect 
and maintain j our sccuntj’ interest m all said propertj’^ and to pay all costs 
of filing financing, continuation and termination statements with respect 
to jour secuntj interest hereunder The receipt bj' you or anj’ of jour 
correspondents at anj time of other security of w hatsoev er nature, includ- 
ing cash, shall not be deemed a waiver of any of your nghts or powers 
hcreiTL rccogcuzed 

6 In the absence of written instrucaons expressly to the contrarj', we 
agree that j ou or any of j’our correspondents may receiv e and accept as 
“bills of lading” under the Credit, anj document issued or purporting to 
be issued bv or on behalf of any earner, which acknowledges receipt of 
property for transportation, whatever the other specific provnsions of such 
document(s), and that the date of each such document shall be regarded 
as the date of shipment of the property mentioned therein Anj' such bill 
of lading issued bj' or on behalf of an ocean earner maj’ be accepted by 
j’ou as an “ocean bill of lading” whether or not the entire transportation 
is bj' w ater. Unless otherw isc speaficallj’ agreed m wnting, partial ship- 
ments maj be made and j'ou maj' honor the relauv e drafts, our liability to 
reimburse you for paj’ments made or obbsations incurred on such drafts 
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being limited to the amount of the Credit. If the Credit specified ship- 
ments in installments within stated periods, and the shipper fails to ship in 
any designated period, shipment of subsequent installments may never- 
theless be made in their respective designated periods, and you may honor 
the relative drafts. You and any of your correspondents may receive and 
accept as documents of insurance under the Credit either insurance policies 
or insurance certificates which need not be for an amount of insurance 
greater than the amount paid by you under or relative to the Credit. You 
and any of your correspondents may receive, accept, or pay as complying 
with the terms of the Credit, any drafts or other documents, otherwise 
in order, which may be signed by, or issued to, the administrator or execu- 
tor of, or the trustee in bankruptcy or the receiver for any of the properu’ 
of, the party in whose name it is provided in the Credit that any drafts or 
other documents should be drawn or issued. 

7. We agree that in the event of any extension of the maturity or time 
for presentation of drafts, acceptances, or documents, or any other modi- 
fication of the terms of the Credit, at the request of any of us, wth or 
without notification to the others, or in the event of any increase in the 
amount of the Credit at our request, this Agreement shall be binding upon 
us with regard to the Credit so increased or otherwise modified, to drafts, 
documents, and property covered thereby, and to any action taken by 
you or any of your correspondents in accordance with such extension, 
increase, or other modification. 

8. The users of the Credit shall be deemed our aeients and neither you 
nor your correspondents shall be responsible for: (a) the use which may 
be made of the Credit or for any acts or omissions of the users of the 
Credit; (b) the existence of the property purporting to be represented by 
documents; (c) any difference in character, quality, quantit)’, condition, or 
yalue of the property and that purporting to be represented by documents; 
(d) the validity, sufficiency, or genuineness of documents, even if such 
documents should in fact prove to be in any or all respects. invalid, fraudu- 
lent, or forged; (e) the time, place, manner or order in which shipment 
is made; (f) partial or incomplete shipment, or failure or omission to ship 
any and all of the property referred to in the Credit; (g) the character, 
adequacy, validity, or genuineness of any insurance, the solvency or re- 
sponsibility of any insurer, or any other risk connected with insurance; 
(h) any deviation from instructions, delay, default, or fraud by the ship- 
per or any one else in connection with the property or the shipping 
thereof; (i) the solvency, responsibility, or relationship to the property' 
of any party' issuing any documents in connection with the property , 
(j) delay in arrival or failure to arrive of either the property- or any of the 
documents relating thereto; (k) delay in giving or failure to gi^c notice 
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of arn%al or an\ other notjce, (1) anv breach of contract between the 
shippers or \endors and oursehes or any of ns, (m) failure of ant in 
strnment to bear ant reference or adequate reference to the Credit, or 
failure of documents to accompant anj draft at negotiaoon, or failure of 
ant p-rson to note the amount of ant draft on the rererse of the Credit 
or to surrender or to take up the Credit or to send forward documents 
apart from drafts as required b} the terms of the Credit, each of ti hich 
provisions, if contained m ih- Credit itself it is agreed mat be ttaived bt 
)ou (n) errors omissions mterrupnons or dclat s m transmission, or de 
hvert of ant messages bt mail, cable, telegraph, tnreless or otherwise 
tv hether or not the} mat be m cipher \ on shall not be responsible for 
ant act, error neslect, or default, omission, msolv cnc} or failure in the 
business of ant of t our correspondents or for ant refusal bt t ou or ant 
of tour correspondents to pat or honor drafts drawn under the Credit 
because of an} applicable law decree or edict, legal or illegal, of ant 
got emmental agenct now or hereafter m force or for anv matter berond 
t our control The happening of ant one or more of the contingenaes 
referred to m the preceding clauses of this paragraph shall not afreet, 
impair or prevent the testug of ant of tour nghts or powers hereunder, 
or our obhganon to make reimbursement. In furtherance and cstension 
and not m hmitaaon of the specific provisions hereinabove sec forth, we 
agree that ant acoon taken by tou or bt an) correspondent of jours 
under or in connection with the Credit or the relative drafts documents, 
or properrt if taken m good faith, shall be binding on us and shall sot 
put t ou or ant of \ our correspondents under ant resulting habiht) to us 
and w e make like agreement as to ant inaction or omission unless in breach 
of good faith. 

9 If It IS a condition of this Credit that the accreditees are authorized 
to draw clean drafts, \ ou are authorized and instructed to accept and pat 
drafts wnthout requiring and without rcsponsibilitt for the dchvert of 
shipping documents either at the tune of acceptance or of pa)'ment or 
thereafter 

ro agree to procure promptlt anj neccssart import and export or 
other licenses for the import, export, or shipping of the propem and to 
complt with all foreign and domestic governmental regulations m regard 
to the shipment of the property or the finanemg thereof, and to furnish 
such certificates m that respect as y ou maj at any time require, and to 
keep the property adequately coyered bj insurance acceptable to y ou, and 
to assign the policies or cemficates of insurance to y on, or to make the 
loss or adjustment, if any , pay able to \ ou, at y our opnon, and to famish 
} on if demanded, with evidence of acceptance b} the insurers of such 
assignment- 
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1 1 . In the event you deliver to us, or to any of us, or to a Custom House 
Broker at our request any of the documents of title pledged hereunder 
prior to having received payment in full of all of our liabilities to you, 
we agree to obtain possession of any goods represented by documents 
within twenty-one days from the date of such delivery of said documents 
and if we should fail to do so, we agree to return said documents or to 
have them returned by the Custom House Broker to you prior to the 
expiration of the said twenty-one day period. We agree to execute and 
deliver to you receipts for such documents and the goods represented 
thereby identifying and describing such documents and goods, which 
said receipts shall constitute a part of this Agreement. 

12. Each of us agrees at any time and from time to time, on demand, to 
deliver, convey, transfer, or assign to you, as security for any and all of 
his and/or our obligations and liabilities, contingent or absolute, due or to 
become due, which are now or may at any time hereafter be owing by 
him or us to you, additional security of a character and value satisfactory 
to you, or to make such payment as you may require. Each of iK agrees 
that all property belonging to him, or us, in which he or we may have 
an interest, of every name and nature whatsoever, now or at any time 
hereafter delivered, conveyed, transferred, assigned, or paid to you, or 
coming into your possession in any manner whatsoever, whether e.xpressly 
as security for any of the obligations or liabilities of him or us to you, or 
for safekeeping or otherwise, including any items received for collection 
or transmission and the proceeds thereof, whether or not such property 
is in whole or part released to us on security agreement, arc hereby made 
security for each and all such obligations and liabilities. 

13. Each of us agrees that upon his or our failure at any time to keep a 
margin of security with you satisfactor)’’ to you, or upon the making by 
him or us of any assignment for the benefit of creditors, or upon the 
filing of any voluntary or involuntary petition in bankruptcy by or against 
him or us, or upon the application for the appointment of a receiver of 
any of his or our property, or upon any act of insolvency of him or us, 
all of such obligations and liabih’ties shall become and be immediately due 
and payable without demand or notice, notwithstanding any credit or 
time allowed to him or us, or any instrument evidencing any such obli- 
gations or liabilities or other^vise. Each of us, as to property in which he 
may have any interest, and all of us, as to property in which we rnay ha\ c 
any interest expressly authorize you in any such event, or upon his failure 
to pay any of such obligations or liabilities when it or they shall become 
or be made due, to sell immediately, wthout demand for payment, u'ith- 
out advertisement and without notice to us or any of us, all of hich arc 
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hereby expressly aived, any and all such property , arn\ ed or to am\ e, 
at pnvate sale or at public auction or at broker’s board or otherwise, at 
) our option, m such parcel or parcels and at such nme or ames and at 
such place or places and for such price or prices and upon such terms 
and conditions as }ou may deem proper, and to apply the net proceeds 
of such sale or sales, together with any balance of deposits and sums 
credited bj or due from you to him or us m general account or otherwise, 
to the payment of an) and all of such obligations or liabilities to )Ou 
how ever arising If anj such sale be at broker’s board or at public auction, 
you may j ourself be a purchaser at such sale, free from any right of 
redemption w hich w e hereby expressly waive and release 

14 The rights and hens which you possess hereunder shall continue 
unimpaired, and we and each of us shall remain obligated in accordance 
with the terms and provisions hereof, notwithstanding the release or sub 
stitution of an) property which may be held as security hereunder at any 
time, or of any right or interest therein No delay, extension of time, 
renewal, compromise or other indulgence which may occur, shall impair 
vour rights or powers hereunder You shall not be deemed to have waived 
an) of ) our rights hereunder unless you or ) our authorized agent shall 
have signed such waner m writing No such waiver, unless expressly as 
stated therein, shall be effective as to any transaction which occurs subse- 
quent to the date of such waiver, nor as to any continuance of a breach 
after such waiver 

15 Except as otherwise expressly provided in this Application and 
Agreement or as you and we may otherwise expressly agree with regard 
to, and prior to your issuance of the Credit, or insofar as they may be con- 
trat)’ to statute, the ‘‘Uniform Customs and Practice for Commercial 
Documentary Credits Fixed by the Thirteenth Congress of the Interna- 
tional Chamber of Commerce’ shall apply to the Credit and shall serve, 
in the absence of proof exprcssl) to the contrary, as evidence of general 
banking usage 

16 The word "propert)” as used herein includes goods and merchan- 
dise, as well as any and all documents relative thereto, also, securities, 
funds, choses in action, and any and all other forms of property, whether 
real, personal or mixed and any right or interest therein 

17 This Agreement shall be binding upon us, our heirs, executors, 
administrators, successors, and assigns and shall mure to the benefit of, 
and be enforceable by you, your successor, transferees, and assigns If 
this Agreement should be terminated or revoked as to us by operation of 
law, w e will mdemmfy and save you harmless from any loss w hich ma) 
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be incurred by you in acting hereunder prior to the receipt bv vou or 
your successors, transferees, or assigns of notice in ^vritinlr of such termi- 
nation or revocation. If this Agreement is sigjicd bv one individual the 
terms “we,” “our,” “us,” shall be read throughout as “I,” “mv,” “me,” as 
the case may be. If this Agreement is signed by two or more parties it 
shall be the joint and several agreement of such parties; and in any such 
case, this Agreement shall not be revoked or impaired as to any one or 
more of such parties by the death of any of the others or by the revoca- 
tion or release of any obligations hereunder of any one or more of such 
parties. 

1 8. This Agreement and all rights, obligations, and liabilities arising 
hereunder shall be governed by, and construed in accordance with, the 
laws of the State of Illinois. 


Very truly yours, 

American Importing Company 

by: John Smith 

Official Signature 

Date June i, Treasurer 

Address: 2020 West 20th Street 
Street 

Chicago Cook Illinois 

City Count)”^ State 

Broker's Notice 

Simultaneously with the issuance of the import letter of credit, the 
issuing bank advises the custom house broker, the Louisiana Forwarding 
Company, New Orleans, Louisiana, of the issuance of the letter of 
credit in the form of a broker’s notice (Figure 120). In the notice, the 
bank gives all the information which the broker needs to know regarding 
the letter of credit. Most important of all are the instructions given to 
the broker as to the manner in which the property' is to be handled and 
from whom the broker is to take instructions. In the illustration cited, 
the bank has extended unsecured credit to the American Importing Com- 
pany and is perfectly willing for the broker to take instructions from that 
company. However, if the bank were not impressed with the financial 
condition of the importing company and had extended credit on a se- 
cured basis, it would instruct the broker to take instructions as to the 



518 MAKING THE LOAN 

disposition of the property from the bank itself Although the custom 
house broker has been employed by and will be paid by the importer for 
his services, he will have no objection m following the instructions of 
the bank which are contained in the broker’s notice 


Figure uo Issuing Bank's Ad\ ice to Custom 
House Broker 



Forwarding the Completed Credit 

There are differences of opinion as to the best procedure to follow m 
placing the completed commercial letter of credit in the hands of the 
beneficiary 
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Credit forwarded by customer. Some customers insist on forwarding 
the letter of credit directly to the beneficiary* themselves, including in 
their correspondence a signed copy of the purchase sales contract and 
any other information pertinent to the transaction. 

Banks provide delivery service. The majority of international bankers, 
however, provide a very convenient service for their customers by offcr- 
ing to deliver the original letter of credit to the beneficiary'^ througli the 
medium of their foreign bank correspondent. 

Hazards of delivery service. This procedure, of course, places the re- 
sponsibility of delivery directly on the issuing bank; however, should 
delivery of the letter of credit not be effected in accordance with the 
terms of the purchase sales contract, that is on or before a specified date, 
the beneficiary could claim breach of contract and refuse to ship the 
merchandise. 

Possibility of lawsuits. This could cause further repercussions and re- 
sult in a lawsuit against the issuing bank initiated by the import customer 
who might have suffered damages in not receiving the merchandise and 
he himself might be forced to default on contracts with other firms to 
which he had agreed to deliver a part of the merchandise comprising his 
import shipment. Thus, the importer could also become a defendant in 
one or more lawsuits due to his failure to deliver. This hazard has not 
deterred issuing banks from continuing to offer the service because of the 
infrequency of such situations. 

Bank benefits in delivering credit. The advantage accruing from the 
equitable distribution of their letter of credit business to designated bank 
correspondents by the issuing bank apparently outweighs the risk of 
nondelivery of the original letter of credit to the beneficiary'^. 

Credits opened by cable. If urgency is a factor, the importer indicates 
on the application that he would like to have the terms of the letter of 
credit cabled. In the latter event, the issuing bank cables the terms of the 
letter of credit to its foreign correspondent bank nearest the domicile of 
the beneficiary. The foreign bank advises the terms of the letter of credit 
by mail directly to the beneficiary and in the meantime the issuing bank 
forwards a confirmation of the cable and a copy of the letter of credit 
for the foreign advising bank’s files. Practices amongst issuing banks vary' 
—some issue an original letter of credit indicating on the face that the 
terms of the credit were originally advised by cable; others do not, as 
they consider that the cable advice and their confirmation suffice. 

Amendments to Original Credit. Frequently amendments of the terms 
of the original letter of credit are requested by the beneficiary and oc- 
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casionally by the importer Perhaps an extension of the expiration date 
needed by the shipper because of delaj s m manufacture or difficulties 
procuring the commodity financed by the credit Inabilit) to obtain shi 
pmg space on the steamer ongmallj chosen and the necessity of selecu 
a ship nhich sails after the expiration date of the credit forces the shi 
per to request an extension The importer often increases his origir 
purchase order and requests the issuing bank to raise the amount of t 
credit to cover His plans also may be altered through cancellations 
orders received from the end users and the subsequent sale of the prodt 
financed to a firm located m another section of the country This sitv 
tion could result m an amendment of the credit changing the destinati 
of the shipment to the port of Chicago instead of New Orleans 

After the issuing bank receives written mstrucuons from the ii 
porter to amend the credit, the bank prepares a letter of amendment a 
dressed to the beneficiary Delivery is accomplished m the same manr 
as the original credit If the credit was opened by cable through a ft 
cign correspondent bank and urgency is a factor, the amendment m 
also be advised by wire Othcnvise, an airmail advice of amendment 
forwarded, either by the importer directly to the beneficiary or throu; 
the medium of the foreign bank by the issuing bank, and is attached 
the original credit by the beneficiary 

The issuing bank prepares a supplementary guaranty containing t 
details of the amendment and the agreement of the guarantor that otb 
conditions in the original credit remain unchanged The supplementa 
guaranty is signed officially by the importer and returned to the banl 

Beneficiary s Use of Credit 

When the credit is received by the beneficiary, it becomes an expt 
letter of credit The exporter, desinng to obtain reimbursement as quick 
as. ^ossihlit, takAi rbA fixsf. a.«sjW7/wg xbar, nhft. wn.S'A.w/iat i 

shipment 

Procurepient of bill of lading A freight foixvarder is requested to c 
for the merchandise at the place of business of the beneficiary and t 
hver It to the ocean carrier, obtaining m exchange the steamship co: 
pany’s receipt in the form of an ocean carriers on board clean bill 
lading In the illustration used m Figure 1 18, the bill of lading, or bladii 
(an abbreviated term used in the trade), must show 500 bags of cofl 
to be shipped from a port in Brazil to the port of New Orleans, Loui 
ana Since the credit also calls for a clean blading, there can be no clau: 
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placed on the document by the steamship company indicadnii that the 
merchandise or the receptacles said to contain the merchandise were re- 
ceived in other than apparent good condition. A claused blading is not 
clean. 

Forwarding agents receipt. In the event a shipment originates with a 
shipper at an inland point, some beneficiaries insist that the letter of credit 
provide that payment be made against a fortvarding agent’s receipt. The 
forwarder would be given instructions by the beneficiarj’- to ship the 
merchandise from the inland point to a specific port in the same country 
and on occasions to a port in another country. He would be requested 
to obtain a full set of bladings from the steamship company and could 
be authorized to forward them directly to the importer, the custom 
house broker or return them to the beneficiary, who would forward 
them himself to the buyer. Often the importer names a foreign forward- 
ing agent in the credit whom he employs, who will follow the shipping 
instructions received from him and dispose of the bladings as he directs. 
Under such an arrangement, control of the shipment rests entirely with 
the forwarding agent, who must necessarily have a good reputation in 
the trade. The issuing bank would not be agreeable to the substitution of 
a forwarding agent’s receipt for bills of lading in the terms of the credit 
unless the financial condition of the importer warranted unsecured credit 
or if the forwarding agent would agree to send the relative bladings to 
the bank directly, so that it would control the shipment in the event the 
letter of credit was issued on a secured basis. 

Other steps prior to itegotiation. The draft, (Figure izi), in this case 
at ninety days sight, is drawn by the beneficiary on the issuing bank, The 
First National Bank of Chicago, in the amount of $22,440.00. The com- 
mercial invoice is billed to the importer showing 500 bags of coffee at 34 
cents per pound C and F New Orleans, Louisiana and also must show 
the same dollar amount as the draft— no more, no less. A customs invoice, 
a form provided by the United States Government, must be completed 
with the required information by the beneficiary, presented to the 
United States Embassy nearest him and consularized by the proper con- 
sular officer. These steps having been accomplished, the draft is ready to 
be negotiated. 

First Negotiating Bank 

The beneficiary presents the draft, together with the required docu- 
ments called for in the credit and also the original letter of credit to his 
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local bank, \\ hich, in the terminology of the credit, is to become the first 
negotiating bank Much responsibility is assumed by this bank, as it must 
make certain that all of the conditions of the credit ha\e been fulfilled 
by the beneficiary The local bank is quite filing to assume the risks in- 
volved in negotiating the draft on the strength of the issuing bank’s as- 
surance that drafts drawn in accordance with terms of the credit \\ lU be 
honored 

Figure 121 Draft Form Signed by Beneficiary of Commeraal Letter 
or Credit 



Purchase of $o day dollar bills of exchange What the negotiating bank 
actually does, if the beneficiary desires immediate reimbursement, is to 
purchase the draft at the current rate of exchange for 90 day dollar bills 
of exchange, a lower rate than the spot rate for demand drafts This dif- 
ference reflects the interest charge for the airmail transit time from 
Brazil to Chicago and return, approximately ten days, m addition to the 
90 day tenor of the draft In other words, the foreign exchange trader in 
the local bank knows that he will not receive reimbursement for ap- 
proximately 100 days from the time he purchases the bill of exchange 
from the beneficiary The lower rate also allows for a profit on the con- 
version from dollars to cruzeiros, in which currency the beneficiarj' will 
be paid, and also represents consideration to the bank for the nsk taken 
Endorsement of draft amoimt on letter of credit Before making final 
payment, the negotiating bank, for its own protection, must make certain 
the benefiaary has complied with all of the conditions of the letter of 
credit The draft must bear on its face the number of the letter of credit 
The bank must also endorse the date of the negotiation, the amount paid 
and show itself as the payer on the reverse side of the letter of credit 
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Disposition of draft and documents by negotiating bank. The Brazilian 
bank foUows the instructions in the credit and attaches to the draft one 
commercial invoice and one bill of lading out of three, assuming that the 
steamship company had issued a full set of three originals. The bank also 
attaches to the draft its certificate stating that the remaining documents 
have been dispatched to the Louisiana Forwarding Company of New 
Orleans, Louisiana. The draft and documents mentioned are then for- 
warded directly or through its American bank correspondent by the 
negotiating bank to The First National Bank of Chicago for acceptance. 

Function of Custom House Broker 

When the Louisiana Forwarding Company of New Orleans receives 
the “remaining documents” from the first negotiating bank, it takes de- 
livery of the shipment from the steamship company when the steamer 
arrives by surrendering one of the original bills of lading. It clears the 
coffee through customs by submitting the customs invoice to the custom 
house at New Orleans. After the shipment has been released by the cus- 
toms ojScials, the broker then follows the instructions of the importer as 
to further disposition of the shipment. 

Disposition of shipment. The entire lot of 500 bags may be forwarded 
directly to Chicago or it may be split into several smaller shipments and 
forwarded directly to the eventual end users specified by the importer. 
This, of course, saves handling and transportation expenses which would 
be incurred if the entire shipment were forwarded to Chicago and then 
diverted to the ultimate destinations. 

Shipments “m bond'^ to inland points. If the importer decides that the 
entire shipment of coffee will be sold in the Chicago area, he will instruct 
the custom house broker at the port of New Orleans to ship 500 bags of 
coffee “in bond” to Chicago instead of effecting a “consumption entry” 
at New Orleans. While the goods are “in bond,” they are under control 
of the Federal government until they are cleared through customs at 
Chicago. 

Procedures followed by the Accepting Bank 

When the draft and the accompanying documents reach the office of 
the bank which originally issued the letter of credit, the bank ascertains 
whether all terms of the credit have been followed. It notes from the 
certificate received from the first negotiating bank that the required 
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documents ha\ e been fon\ arded to the custom house broker at the port 
of New Orleans Further, it must account for the full set of bills of lading 
issued bj the steamship companj When the bank has satisfied itself that 
e\ erything is in order, it directs its attention to the time draft drawn by 
the beneficiary under its commercial Letter of Credit G C 36000 (Fig- 
ure 121) If the draft is drawn properly, the bank places its acceptance 
stamp on the face of the draft, at which time a bankers’ acceptance is 
created (Figure 122) The commercial invoice and bill of lading which 
were attached to the time draft are turned over to the customer against 


Figure 122 Bankers’ Acceptance Created by Issuing Bank from Time 
Draft Drawn by Beneficiary 



a trust receipt (Figure i2j), which is part of fanfold form of the advice 
to the importer that the bank has accepted a time draft (Figure 124) 
Sight draft transaction When a letter of credit has been issued provid- 
ing for the beneficiary to draw a draft on the issuing bank at sight, the 
exporter adopts the same procedure followed in a time draft transacuon 
in procuring the bills of lading and preparing his documents for presenta 
tion to the first negoaating bank which discounts his dollar bill of ex- 
change and proceeds to dispose of the documents in accordance with the 
terms of the credit When the sight draft is presented to the issuing bank, 
it pays the draft immediately if the conditions of the credit are complied 
ivith, charges the account of the importer and turns the documents over 
to him against a plain receipt (Figure 125), which is a part of the fan- 
fold advice form (Figure 126) sent to the customer 

Instructions received front negotiating bank by accepting bank The 
negotiating bank is aware that the 90 day' sight draft which it negotiated 
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under the issuing bank’s Letter of Credit number 36000 will not be due 
for payment until 90 days after the acceptance date. It has to decide 
whether to request the accepting bank to discount the acceptance and 


Figure 123 Trust Receipt Used When Documents 
Are Released Prior to Payment of Acceptance 



PLEASE RETURN PROMPTLY TO 
The First National Bank of Chicago 

CHICAGO *0. ItUNOlS 

INTERNATIONAL BANKING DEPART^IENT 


June Z9. 



Chicago, niinoia 

UNDER CREDIT OPCNCD June 1, 

IN FAVOR OP Brazilian Coffee Company. Santos 

«C»»V*0 IH TAUST F**OM TMt Fl«tT NATIONAL BANK OF ChiCACO OOcUNENT* UNPE* TN* 
ABOVE CntOIT AS OUCRIStO BCLOW 



COVERING SHIPMENT op 500 bags of coffee — 

PER 9 St_2£LIi2£il 


T*« HtaUT UHOmTAK* TO MOW TMt AAIO FAOFtATT «» AtCOON* OF AAMF AMD tUt^ICT FO rr* OAOt* FO« 
TMt FUAPOtt OF AflMO tOI-O OMOTMWnFTTl BtAtT W»TM A« TMt tUO •*"*•••• WFtX ^ _*** 

IMTMtMrfFAOCItO* TO tiMO OAMltWt Mf « ttT ACAMOWCtOOt OU-FttW TO •* T«U»T» t» 0 » t*-® F*OPf TTf W 
•AID OANK. T»t FUFTHtA AORf K THAT TMt ttCOANT l«T««»FT Ut PtFIFtO •" T«t W-OTOFM T»wr» >f CUFTI ^ 
OF TMt ArATt OF ««.UMO>*7 II* TMt •OOOt OOCWM**"* F*"© IMTTAWMIMT* OCtCF>*(0 AIMAJM* IM TMt 

• AJD AANK rOM ITttLF 0« FO« AMT OMt FO« WMOM fT IF AOTIMA AF AOVFT 


TRUST RECEIPT 

PLSLASe rWOMm-Y check the ATTACMBO 
OOCUMCNTC AHO If' rOUNO IN OWOEJt. AFTIX 
YOUR OmaAL SIOHATUfkK KKRCTO AHO 
RCTURH TO Us. 


American Importing Cormtny 
By: John Smithy Treasurer 

OFFICJAL l^OKATVM* 


credit its account or to hold it until the maturity date, at which time its 
account will be credited. 

In the event that the negotiating bank wishes immediate credit, it will 
authorize the accepting bank to discount the acceptance at the prime 
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bankers acceptance discount rate for 90 day bills The policy of Amen 
can banks vanes m the procedure followed Some banks discount the 
acceptances and hold them m their own portfolio until matunty, thus 
deriving the interest which accrues during the 90 day penod at the dis 

Figure 124 Advice to the Importer under a Com- 
mercial Letter of Credit that the Bank Has Accepted 
a Time Draft 



count rate, w hich vanes from month to month and year to year Other 
banks sell the acceptances immediately to acceptance discount houses 
which maintain a ready market offering quotations either to buy or sell 
pnme bankers acceptances After discounting the acceptance, the pro- 
ceeds are either credited to the negotiating bank’s account or disposed of 
m accordance with its instructions At the maturity date of the accept- 
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ance, the holder presents it to the accepting bank for payment and the 
bank in turn receives reimbursement from its customer by charging his 
account or receiving payment in the form of his check. 


Figure 125 Plain Receipt Signed by a Purchaser Acknowledging Receipt of 
Documents on a Sight Draft Transaction 


pm0 »4T 


FROM 


PLEASE SIGN AND RETURN THIS RECEIPT TO 

The First National Banlc of Chicago 

IKTCRNATlOHAL eANKING OCPARTMOCT 
CHICAGO eo IU.IN01S 


American Importing Company *cct no 

ChicagOj Illinois 


Oil em June 29» 


[jTI charge our account 

I I ATTACHED IS OUR CHECK 


G. C. 36000 
lesuco IN RAvoR or Brazilian Coffee Company, 


SHIPMENT or 500 bags of coffee Santos 

PER s s Del Norte 


Twenty^Two Thousand Four Hundred Sbcty~Eight and 5/100 ~ ~ dollars* 22,468.05 



eiiHRii 

ivNicirc 





AKOUNT CF CRAFT 

$22, 440 


1/3 


OCEAN (ON BOAKD) 

BILL or lAOINC 

■ 

n 


m 


INVOICES 




CCHIHSIICN 1/8 % 

28 

05 

■ 


CUSTON INVOICE 




iNTtRIST 

DATS e % 



H 


INSURANCE CTF 




rORtlCN BANK 

CMARSIS 



nsAsc riOMmr chick thi attachid documihts aho ii pouhs in otcii, atfix tout omciAt 
SICNATUtE HltCTO AND KHUtN TO U*. 

TOTAL S 

$22,468 

05 


RECEIPT 




EXPORT LEHERS OF CREDIT 

Export credits may be confirmed or unconfirmed, irrevocable or 
revocable, revolving or straight, cumulative or non-cumuiative, or as- 
signable and divisible. 

It has been mentioned that a letter of credit financing an importation 
of merchandise for a customer becomes an export letter of credit in the 
hands of the foreign seller, or beneficiary, A summary of the procedure 
followed by the seller in negotiating against the credit was given. Let us 
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bnefiy scmanize the transaction in reverse, m other words, where 
view the foreign importer’s letter of credit as an export letter of credit in 
the hands of an American seller, or beneficiary 
The foreign imponer has requested his bank to issue a letter of credit in 
favor of an Atnencan exporter who may have requested that the credit be 


Figure 126 Advice to the Importer that the Bank Has Paid a Sight Draft 
under a Commercial I etter of Credit 



advised through his bank Upon receipt of the foreign bank’s advice, giv- 
ing all details of the credit, the Amencan bank in turn conveys the 
terms of the credit to the beneficiar) , the American seller 
Confinued credits The situation frequently arises in which the bene 
ficiary does not wish to accept a letter of credit issued by a foreign 
bank and requests the confirmation of the foreign bank’s letter of credit 
by an American bank The amount of letters of credit which an Amen 
can bank will confirm for a foreign correspondent bank is usually gov- 
erned by a line of credit extended ordinarily for a period of a year The 
credit line is based on the credit worthiness of the issuing bank which is 
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determined from credit information received from other American and 
foreign banks, as well as the experience which the confirming bank has 
enjoyed or suffered in its relations with the issuing bank in past years. If 
the American bank is satisfied with the credit standing and reputation of 
the foreign issuing bank, it will add its confirmation and advise the terms 
of the credit to the beneficiary in its confirmed letter of credit form (Fiir- 
ure 127). The seller then looks for payment only to the American bank; 
however, he also has recourse to the foreign issuing bank if the confirm- 
ing bank becomes bankrupt. The American bank exacts a confirmation 
charge from the foreign bank, as well as a negotiation charge. These 
charges are in turn passed on to the foreign importer by inclusion in the 
commission charge assessed by the foreign bank for issuing a sight or rime 
letter of credit. 

Unconfirvied credits. The foreign bank may issue its letter of credit 
and forward it directly to the beneficiary’, or it may give the credit to the 
importer who will send it to the seller. Delivery may also be effected 
through the medium of an American bank by mail or cable. T^^hen this 
happens, the advising bank transcribes the details in a letter of advice 
(Figure 128), This is termed an unconfirmed letter of credit and conveys 
no engagement on the part of the adtnsing bank to negotiate and pay 
the beneficiary’s documentary draft at a later date. As indicated in the 
second paragraph, the letter is solely an advice of a credit issued by its 
correspondent. Should the advising bank negotiate and pay the bene- 
ficiary when proper documents and a draft are presented, payment is 
final and the bank has no recourse to the beneficiary. At the time of 
negotiation, the original letter of advice must be submitted to the bank 
along with the draft and documents. If the negotiation is against docu- 
ments representing a partial shipment and a balance still remains in the 
credit, the American bank would endorse the amount of the payment on 
the reverse side of the advice and return it to the beneficiaiy. The first 
negotiation does not establish a precedent by the American bank as it 
may refuse to negotiate another documentarj’’ draft presented by the 
beneficiarj’^ at a later date under the same credit which it has not con- 
firmed. 

Irrevocable and Revocable Credits. The majority of export ci edits 
issued in favor of American exporters are irrevocable, as the exporter 
would not care to assume the risk of having the credit cancelled if it were 
in revocable form. The same rules apply, however, on a revocable credit 
in that drafts negotiated by an American bank prior to receipt of a no- 
tice of cancellation of a credit by the issuing foreign bank would obligate 
the foreign bank to reimburse the American bank for the pa) ment made. 
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Fiijure 127 Form of Onginal Cxedic {used by The First National 
Bank of Chicago in notifying an American exporter of the terms of 
an irrezocable confirmed letter of credit opened in his fator) 
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Figure 128 Letter of Advice (used by The First National 
Batik of Chicago in notifying an American exporter that an 
unconfirmed irrevocable letter of credit has been opend in his 

favor) 

rvouj 


Mo E 9631 


The First National Banlc of Chicago 

o 

CHICAGO SO ILLINOIS 

INTERNATIONAL BANKING DEPARTMENT 

American Exporting Company Harr Anril 7. 

Chicago 

Illinois 

CCNTtXMCN 

WE HAVE RECEIVED A letter DATED April 2, rnou 

Banco Boavista S*A. , Rio de Janeiro, Brazil 

INFORMING USTHAT they 

HAVE tssuco TTiEiR irrevocable credit no 6020 in your favor 

FOR Ten Thousand and 00/100 United States Dollars 

FOR ACCOUNT OF Brazilian Importing Company, Rio de Janeiro, Brazil 

AVAILABLE UPON PRESENTATION OF THCFOLLOWINO DOCUMENTS AT OUR OFFICE ON OR EETORC 

June 30, 

ORArrs SHOULD INDICATE THAT THEY ARE DRAWN UNDER! The FiTSt National Bank of Chicago, 
Chicago, Ulinoid - reference No. E 9631 

1. Drafts at sight in duplicate drawn on The First National Bank of Chicago, 
Chicago, Hhnois. 

2. Five commercial invoices, let, 2nd and 5th visaed by the Brazilian Consul, 
indicating the FOB value, the cost of freight and insurance. 

3. Certificate of origin in triplicate visaed by the Brazilian Consul, 

4. Insurance Policy or Certificate in duplicate covering marine risks up to 
Rio de Janeiro, to order and blank indorsed. 

5. FuU set of CLEAN NEGOTIABLE ON BOARD OCEAN bills of lading to order 
blank indorsed, marked freight prepaid, 

COVERING SHIPMENT OF. 1 Tractor Model BD 6 OO, shipped from any USA 
Port to Rxo de Janeiro C.I. F. 

Partial shipments are prohibited. 

Transshipments are prohibited. 

Import Certificate No, 14-50/823 must appear on all documents. 



THIS L E TTER IS SOLELY AN ADVICE OF A CREDIT ISSUED OY OUR CORRESPONDENT AND 
CONVEYS NO ENGAGEMENT BY US IF THE TERMS OF THE CREDIT DO NOT MEET YOUR REQUIRCMCNTS 
PtXASE COMMUNICATE AT ONCE EITHER WITX YOUR PRINCIPALS OR WITH US IN ORDER TO HAVE THE 
CREDIT APPROPRIATELY AMENDED BY THE ISSUING DANK 

WHEN CREDITS HAVE BffiN ADVISED TO US OY CABLE. PARTICULARS THEREOF ARE fiUOlCCT 
TO CONFIRMATION BY MAIL. 


EXCEPT SO FAR AS OTHERWISE EXPRESSLY STATED. THIS CREDIT ’S 
UNIFORM CUSTOMS AND PRACTICE FOR COMMERCIAL DOCUMENTARY CREDITS ^IXED 
CONGRESS OF THE INTERNATIONAL CHAMBER OF COMMERCE FOR THE 

QUOTATIONS REFERENCE IS MADE TO THE GENERAL DESCRIPTIONS OF THOSE TERMS INCLUDED IN THE 
“REVISED AMERICAN FOREIGN TRADE DEFINITIONS. Ifil’ . 


THIS LETTER OF ADVICE MUST ACCOMPANY YOUR DRAFTS WHEN PRE- 


SENTED FOR NEGOTIATION. 


YOURS VERY TRULY, 
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Although an irrevocable credit may not be cancelled without the comer 
of both buj^er and seller, no assurance js given the beneficiarj by the a<i 
vising American bank that it will honor his drafts 

Discrepanctes tn documents Where letters of credit are advise 
through a bank, m most cases it is called upon by the beneficiary to negc 
tiate the draft and documents against the advice it has issued Frequendj 
drafts and documents are not drawn m accordance with the terms of t^ 
letter of credit If the discrepanoes can be remedied by the drawer, he 
asked to do so However, if the discrepancies cannot be rectified, tli 
negotiating American bank can cable, at the drawer’s expense, to the issi 
mg bank for authorization to negotiate the documents against the cred 
despite the discrepancies, or, if the beneficiary is an account of the neg( 
oaong bank and his credit standing is unquestioned, the bank will usual! 
take his written agreement to hold it harmless for paying the draft despr 
the discrepancies If the documents are m order, the negotiation is mat 
and the amount of the draft endorsed on the reverse side of the letter t 
advice A cashier’s check is given to the beneficiary for the amount of h 
draft or a credit is placed to his account The negotiating bank reimburs 
Itself by charging the account of the bank issuing the letter of credit 
no account relationship exists, instructions are usually contained m tl 
credit to effect reimbursement through another American bank In tl 
case of a confirmed letter of credit, reimbursement is ordinarily obtain? 
by charging the amount of the draft to the issuing bank’s account 

AUTHORITY TO PURCHASE 

This credit instrument is similar to a letter of credit except that tl 
authority to purchase specifies that the exporter’s draft should be draw 
on the buyer instead of a bank This method of financing foreign trac 
originated m the Onent, where importers often encountered difficulty : 
obtaining bank credit to finance the importauon of merchandise Aft 
the Oriental importer had agreed with an American exporter on tl 
terms of the purchase-sales contract, the exporter was authorized by tl 
Oriental to draw drafts upon him The importer then requested his loc 
bank to authorize its American correspondent bank to purchase draf 
drawn by the American exporter on the Oriental importer within spec 
fied limits 

Authoriues to purchase are comparatively little used except m expo 
transactions with the Far East They are generally revocable, and tl 
drafts provide for full recourse on the drawer Occasionally, a Far Eas 
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em bank will issue an instrument called a “confirmed irrevocable author- 
ity to purchase,” which is much the same as a confirmed and irrevocable 
commercial letter of credit. The essential difference is that the drafts are 
drawn generally without recourse and are usually drawn on the buyer 
instead of on his bank. 

UNIFORM CUSTOMS AND PRACTICE 

Banks in the United States have protected themselves to some extent 
through adherence to Uniform Customs and Practice for Commercial 
Documentary Credits fixed by the Thirteenth Congress of the Interna- 
tional Chamber of Commerce held at Lisbon, Portugal in June 1951. 
The general provisions, definitions, interpretation of terms and guiding 
provisions govern negotiations made by banks in the United States, which 
fact is common knowledge to the majority of the foreign banks issuing 
letters of credit in favor of beneficiaries located in this countIy^ As of 
November i, 1959, banks in the United States, the principal countries in 
Europe, Latin America, the Near East and the Caribbean area, about 
fifty-eight countries in all, had acknowledged their adherence to the 
“1951 Uniform Customs.” English and British Commonwealth banks 
are not included as adherents, although the difference between English 
practice and that found in the 1951 Uniform Customs is not great. Credits 
confirmed and advised to American beneficiaries by American banlts for 
foreign issuing banks usually contain the following paragraph: 

“Except so far as otherwise expressly stated, this credit is subject to the 
Uniform Customs and Practice for Commercial Documentary Credits 
fixed by the Thirteenth Congress of the International Chamber of Com- 
merce; for the definitions of certain export quotations reference is made 
to the general description of those terms included in the ‘Revised Ameri- 
can Foreign Trade Definitions, 1941.’ ” 

Summary of Legal Decisions on Commercial Letters of Credit* 

From a review of decisions on commercial letters of credit, the fol- 
lowing principles may be deducted: 

1 . A letter of credit is not a negotiable instrument. 

2. It does not create a trust fund in favor of the beneficiary. 

3. An issuer of a letter of credit may not dishonor drafts presented b\ 

* Encyclopedia of Banking and Finance, Bankers Publishing Co., Cambridge, Mass. 
1949. 
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a negotiating bank under a clean irre\ocable letter of credit if all 
terms of the letter of credit are fulfilled 

4 An issuer may dishonor bills draiATi in \iolation of the conditions 
specified in a documentary letter of credit 

5 The negotiator is not liable for the genuineness either of goods or 
documents 

6 The issuer is responsible to the party requesting the credit for the 
observ ance of the conditions by the beneficiary 

7 The contract between the issuer and the beneficiary is entirely in 
dependent of the contract of sale bcnveen the bujer and seller, and 
the issuer cannot, because of the seller s breach of contract of sale, 
refuse to honor drafts which comply with the terms of the letter of 
credit 

FINANCING UNDER BANKERS ACCEPTANCES 

A banker s acceptance is created b) a commercial bank or trust com 
pan) which accepts a time draft drawn on it by 

1 The beneficiary of its commercial letter of credit 

2 Its customer who wishes to finance merchandise or commodities in 
warehouse against negotiable warehouse receipts 

Since bankers’ acceptances created under commercial letters of credit 
have been described previously, the following discussion will be con 
fined to the second type mentioned above 

The institution w'hich accepts the ume draft is pnmanly liable and the 
drawer is secondanl) liable The acceptor mdicates its acceptance usually 
by means of a stamp which impnnts the word “Accepted,’ the date of 
acceptance and its name on the face of the draft The acceptance is of- 
ficially signed manually by an authorized signer and it may also indicate 
the name of an alternate payer besides the draw ee who will honor it at 
maturity After acceptance, the nme draft is accorded the same status in 
law as a promissory note The acceptor becomes the maker and the 
drawer becomes the indorser 

Distinction betx^een Bankerf and Trade Acceptances The fundamen 
tal distinction betiveen a banker’s acceptance and a trade acceptance is 
that the acceptor of the former is a bank or trust company and the ac 
ceptor of the latter is the buyer of merchandise Since the credit position 
of a bank general!) is more widely and faiorably known than that of the 
ai crage purchaser of merchandise, a banker’s acceptance enjoj s a broader 
market and a more faiorable rate of interest than a trade acceptance 
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Vrhm Bankers’ Acceptances. This is a rather nebulous term to define. 
Any bank or trust company which accepts a time draft creates a banker’s 
acceptance. Well known discount houses dealing primarily in the pur- 
chase and sale of bankers’ acceptances create the market by publishinir 
bid and offered quotations for prime bankers’ acceptances. These houses 
determine which bankers’ acceptances are prime; in other words, those 
which are readily marketable and in demand by investors. Banks, invest- 
ment bankers, insurance companies and customers of banks located in 
foreign countries are interested in buying American bankers’ acceptances; 
however, these investors prefer acceptances created by banks well known 
not only in the United States but also internationally. Therefore, a prime 
bank may be considered as one of a limited number of banks whose repu- 
tation as an international bank has become established through the recog- 
nition and acceptance of its commercial letters of credit not only by 
banks alone but also by exporters in the major trading centers of the 
world. 

Bankers' Acceptances in Domestic Trade 

Bankers’ acceptances are used rather widely in financing merchandise 
and commodities stored in warehouses. Certain types of non-perishable 
merchandise, such as automobiles, pianos and furniture, and commodities, 
such as cotton, grain, coffee, sugar, and eggs and meat in cold storage, 
are examples. 

Cotton, one of the most important agricultural products of the United 
States, is a commodity most frequently financed in a warehouse. To il- 
lustrate the use of bankers’ acceptances in domestic trade, we shall assume 
that a cotton broker wishes to borrow money on cotton stored in a 
warehouse in order to recover sufficient working capital which had been 
used to purchase a large volume of cotton in bales. The cotton broker 
draws a draft on the bank for the amount desired and for the period for 
which he wishes the funds. 

In the illustrated case, the Southern Cotton Company of Memphis, 
Tennessee, draws five drafts for $100,000 each, in the aggregate principal 
amount of $500,000, on The First National Bank of Chicago, at 90 days 
sight. It is previously agreed that drafts in amounts of S 1 00,000 each will 
be drawn, because in those denominations bankers’ acceptances arc more 
easily disposed of than in denominations of $500,000. The draft is ac- 
cepted by the bank to mature on August 30, and inasmuch as the cotton 
company wishes the funds immediately, it instructs the bank to discount 
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the draft at the prime bankers’ acceptance rate for 90 daj- drafts The 
cotton company pays the bank an acceptance commission at the rate of 
1 Vz % per annum Some banks require payment of the acceptance com- 
mission on the date of acceptance and others on the date of maturity of 
the acceptance The proceeds of the discounted acceptance are credited 
to the account of the cotton company 
Policies of banks differ in the disposition of the discounted acceptance 
Some hold it in their portfolio and others sell the instrument in the open 
market There is a steady demand for prime bankers’ acceptances on the 
part of investors having excess funds available for short term investment 
purposes 

Acceptance and Pledge Agreement The cotton company signs an 
agreement (Figure 129) which describes the nature of the collateral cov- 
ered by the warehouse receipts pledged to secure the acceptance 
In the illustration used, the cotton is stored in Memphis, Tennessee, 
the domicile of the borrower, whereas the lending bank is located in 
Chicago Inasmuch as the cotton company is conunually selling cotton to 
V anous end users, it often happens that they require certain bales which 
are covered by warehouse receipts against which the Chicago bank has 
made the loan. As a matter of convenience, the warehouse receipts are 
deposited and held by The First Nauonal Bank of Memphis, Tennessee, 
as custodian for the account of The First Nauonal Bank of Chicago 
When certain bales held as collateral to the lending bank’s loan are re- 
quired by the borrower, an equal number of warehouse receipts covering 
other bales are brought to the custodian and substituted for the receipts 
covering the cotton which has been sold so that at all times the custodian 
has under its control receipts covenng 3,300 bales of raw cotton 
EUgibtltty Clause To abide by the regulauons of the Federal Reserve 
Bank and m order that the discounted acceptance may be sold m the open 
market, a phrase is stamped on the acceptance, reading as follows “At the 
time of acceptance, this draft was secured by warehouse receipts cover 
ing cotton stored in the USA and/or bills of lading covenng cotton in 
transit” This phrase describes the underlying transaction being financed 
and makes the acceptance eligible for rediscount at a Federal Reserve 
Bank 

Advantages of Bankers' Acceptances 

1 The bank may decide that its own acceptance is a pnme invest- 
ment and hold it in its own portfolio 



Figure .29 Acceptance and Pledge Agreement (signed by dratver to support borrowings against warehouse receipts) 



Southorn Cotton Company, Memphlsi Tonnj 
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2 Occasionally customers may borrow at somewhat lower rates by 
using the bank acceptance At times, the pnme bankers’ acceptance 
discount rate, plus the acceptance commission, is somewhat less than 
the customer’s borrowmg rate on secured loans Since the banker’s 
acceptance discount rate fluctuates from time to time, on frequent 
occasions it has been disadvantageous to the borrow er because the 
cost of financing in this manner would exceed the cost of straight 
loans 

3 The credit standing and the repuaaon of the accepting bank deter- 
mine whether the paper on which its acceptance appears is prime 
Investors are able to determine readily the merit of the acceptance 
by considering the goodness, responsibility and credit worthiness of 
the accepting bank 

4 Banks may supplement their income by accepting drafts of desirable 
customers and receive a commission for the acceptance Their in- 
come may be funher enhanced by discounung their owm accept- 
ances 

5 Prime bankers’ acceptances are easily marketable, as they are obliga- 
tions of w ell known banking institutions 

Bankers' Acceptances in Foreign Trade 

An exporter of merchandise may also finance his business transactions 
by bankers’ acceptances created by means other than a letter of credit 
For instance, when an exporter ships merchandise abroad, he may draw 
a draft, with the documents attached, on the foreign importer The bank 
may take the draft and the documents, and then proceed to collect the 
amount due to the exporter, a process which may require a number of 
weeks, if the goods are moving a long distance 

To obtain his funds promptly, the exporter at the same time may enter 
into an agreement with his bank, under which he draws a time draft upon 
the bank for the same amount. Across the draft the bank wntes its accept- 
ance The bank also places the following notation on the face of the draft 
“The transaction which gives nse to this instrument is the exportation 

of from to ” The ac 

ceptance is discounted by the bank and the proceeds are given to the 
exporter The draft is made to mature at about the time that payment is 
anacipated in this country on the draft sent abroad with the documents 
for collection The bank expects the borrower to liquidate the acceptance 
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through the proceeds of that collection. If these proceeds are not suffi- 
cient or are not received, the bank looks directly to the drawer for pay- 
ment. 


COLLECTING AND DISCOUNTING DRAFTS 

In connection with both foreign and domestic business transactions, a 
seller often draws a draft upon a buyer. The documents conveyins title 
to the merchandise are attached to the draft, which may then be presented 
to a bank for collection. The bank forwards the draft and the attached 
documents to a bank in the community where the buyer lives. The latter 
bank receives payment for the draft from the buyer and remits to the 
seller’s bank, which in turn credits the seller’s account. A small charge is 
made for handling the collection. 

Under this arrangement the bank simply collects the draft and the seller 
waits until payment has been received. If the seller desires credit to his 
account for the proceeds of the draft at once, his bank will advance the 
face amount of the draft, if satisfied with his credit standing. The bank 
may be secured by the merchandise covered by the documents attached 
to the draft. The bank must be certain, however, that the seller’s credit 
standing is satisfactory, because the buyer may fail to pay and the mer- 
chandise may depreciate in value. When the bank advances the funds, the 
account of the seller is credited with the face amount of the draft. When 
payment is effected the principal amount is used to retire the bank’s 
advance. The interest that has accrued for the length of time the advance 
has been outstanding, plus the collection fee are charged to the seller’s 
account. 


TRAVELERS' LETTERS OF CREDIT 

In addition to issuing commercial letters of credit, a bank may also 
extend credit in a somewhat similar manner through the issuance of 
travelers’ letters of credit (Figure 130A). A travelers’ letter of credit is an 
especially prepared form of letter addressed by the issuing bank to its 
correspondent banks throughout the world shown in a list of correspond- 
ents carried by the traveler. The letter introduces one or more individuals 
and authorizes its bank correspondents to pay clean demand drafts drawn 
by any one of the named individuals on the issuing bank. The drafts must 
bear the date and number of the credit and the total of the drafts drawm 
may not .exceed the amount of the credit. Drawings must be made on or 
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before the expiration date stipulated in the credit. Clean drafts, previously 
mentioned, are drafts which are unaccompanied by documents of any 
kind. Travelers’ letters of credit are often called or referred to as circular 
letters of credit. 

Letter of Identification. In conjunction with the travelers’ letter of 


Figure 130B Travelers’ Letter of Credit {reverse) 
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credit, a letter of identification (Figure 13 1 ) issued v, hich bears the date 
of issuance, number of the letter of credit and the signature of the 
traveler In addition, both letters bear two signatures of indniduals author- 
ized to sign such instruments Each bank correspondent appearing m the 
list of correspondents earned by the traveler, has in its possession a list of 
mdmduals on the staff of the issuing bank which shons the signature 
of those authorized to sign the letters of credit and the letters of identifi- 
caoon The bank correspondents also have m their files facsimiles of these 
letters 

Figure 131 Letter of Identification Used in Conjunenon tvith a 
Travelers’ Letter of Credit 
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How the Credit Operates 

The circular letter of credit is carried by a traveler for the purpose of 
obtaining funds for traveling, living expenses and other incidentals while 
on a domestic or foreign trip either for business or for pleasure. By means 
of the travelers’ letter of credit, a traveler is able to obtain immediate 
encashment of his drafts o?ily at the banks shown in the list of corre- 
spondents. The draft drawn by the traveler is signed in the presence of 
the negotiating banker and the traveler’s identity is established by 
comparing his signature on the draft with the one appearing in the 
letter of identification which he carries separately from the letter of 
credit. 

The negotiating bank establishes the genuineness of the traveler’s letter 
of credit and the letter of identification by comparing the official signa- 
tures on the letters with those in the authorized list of signatures with 
which it has been provided by the issuing bank. The authenticity of the 
two letters is also verified by the negotiating bank by comparing the 
instruments with the facsimiles in its files which it has received from the 
issuing bank. 

The amount of each draft negotiated, the date of negotiation, and the 
name of the negotiating bank must be endorsed on the reverse (Figure 
130B) side of the letter of credit by the correspondent bank paying the 
draft. There is no obligation on the part of the bank which issues the 
letter of credit to pay drafts negotiated after the credit has expired or 
which exceed the amount of the letter of credit. 

When a draft properly drawn is presented for payment at the counter 
of the issuing bank, the presenter is reimbursed and the account of the 
customer is charged with the amount of the draft plus the issuing bank s 
commission. 

Illustration: Assume that a traveler visiting Paris needs 100,000 French 
francs. He draws a dollar draft upon the American bank which issued 
his particular letter of credit, and presents it to the American bank s cor- 
respondent in Paris. The Paris bank satisfies itself regarding the traveler s 
identity and then pays him the equivalent of his dollar draft in French 
francs. The traveler thus has the funds he requires. The Paris bank pro- 
ceeds to forward the draft to the American bank for payment. The 
American bank, upon receipt of the draft, may simply credit the account 
of the Paris bank upon the books of the American bank, or may remit in 
accordance with instructions. 
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To protect the issuing bank, the applicant for the letter of credit mav 
deposit cash for the full amount of the credit, assign a savings account, 
deposit readily marketable securities as collateral, or simply sign a guar 


Figure 132 Guarantv Signed b\ the Purchaser of a Travelers’ 
Letter of Credit 

Chicaco Ji J.r 15. 10 

To Thi Fi««t National Bani of Chicago 
Chicago 90 Iliinou 
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anty (Figure 132) to pa) the drafts as the) are presented When the apph 
cant merely signs a guarant) without depositing cash or other collateral, 
the bank must know that the appbeant has sufiiaent financial standing 
to warrant his receipt of such credit 
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TRAVELERS' CHECKS 

Although some travelers have been successful in cashing their personal 
checks, they usually fortify themselves by carrying travelers’ checks. 
These are the most popular and convenient vehicles in which travel funds 
are carried as they are probably the safest and most readily accepted 
substitutes for currency. They are honored by banks, hotels, travel 
agencies, railroad and steamship companies and in most stores and shops 
catering to tourists. Travelers usually pay cash for travelers’ checks at 
the time they are purchased-rarely are the checks issued on an unsecured 
basis or against the purchaser’s guaranty that they will be paid for at a 
later date. 

Benominations. Institutions selling travelers’ checks ordinarily issue 
them in denominations of $io, $20, $50 and $100, and collect a com- 
mission for the service. Perhaps one of the most distinctive features of 
travelers’ checks issued by The First National Bank of Chicago (Figure 
133) is that each denomination is identified by a different color. The vari- 
ation in colors minimizes the possibility of confusion in handing out a 
hundred dollar check instead of a ten. 

Protection against Forgery. There are two places on the face of the 
check for- the signature of the purchaser. The First National Bank of 
Chicago travelers’ check is signed at the time of purchase by the traveler 
on the line at the lower left. When the check is presented for encashment, 
it is countersigned on the line at the upper left in the presence of the person 
who cashes it. A comparison of the countersignature with the original 
signature of the traveler must satisfy the person cashing the check before 
payment will be effected. Additional protection is afforded by the 
travelers’ checks illustrated as the original signature must necessarily be 
covered by the signer when the check is being countersigned. 

Travelers’ Checks Cashed Abroad. Regulations of some countries suf- 
fering from a shortage of American dollars often stipulate that a traveler 
cashing a travelers’ check may only be paid the equivalent amount in the 
currency of the country at the prevailing market rate. Recently some 
relaxation of this restriction has been evidenced toward non-residents 
who have been permitted to exchange dollar travelers’ checks for dollar 
currency in an increasing number of foreign countries. 

Travelers’ Checks versus Travelers’ Letters of Credit. Preferences of 
travelers vary with respect to these two types of instruments. Both have 
advantages which are attractive to travelers. 



Figure 133 Denonunaaons of Travelers’ Checks 
{issued by The First Nattomd Bank of Chicago m ^oitr 
distinct colors) 
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The traveler or business man who wishes to have at his disposal a 
sizable amount of funds would choose a travelers’ letter of credit as it 
provides a reserve fund or a traveling checking account. It also serves as 
a letter of introduction to the vast network of bank correspondents from 
the issuing bank. The credit itself is not a negotiable instrument and 
therefore does not possess the flexibility of a travelers’ check. Further- 
more, it is only available at a bank whereas travelers’ checks have wider 
acceptability and are negotiable instruments. 
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chapter XXI 


BUYING OPEN MARKET 
COMMERCIAL PAPER 


"Open market commercial paper" describes the short-term, 
self-liquidatmg promissory notes of business enterprises sold directly by 
the borrower or through commercial paper brokers to banks, other 
business corporations, foundaoons, pension funds, estates, and other 
institutional investors for investment purposes 

HISTORY OF THE COMMERCIAl PAPER MARKET 

Until shortly after the Qvil War, nearly all merchandise obligations 
were paid by six and eight months’ promissory notes or trade accept- 
ances * These instruments represented the original form of commercial 
paper handled by the first note brokers The early open market paper of 
this character appeared in the New York City dry goods market. Then 
came the endorsed notes and trade acceptances of other prominent lines 
of business activity— concerns handling tobacco, hides and leather, gro 
cenes, sugar, whisky, and diamonds * Todaj financially responsible busi- 
nesses follow the general practice of borrowing funds from their banks 
in order to take advantage of all cash discounts on merchandise purchases 
There is no easier way of earning a profit In the early part of the nine- 
teenth century, discount terms had sull to be created and used 

The original practice of selling endorsed receivables an'^ trade accept- 
ances to outside banking institutions through the medium of commercial 
paper brokers developed somewhat over 170 years ago^ It evolved from 

‘ See Chapter XVI 

® Roy A Foulke, The Covmieretal Paper Market (New York Banken Publishing 
Company, 1931), chap 7 

®A Maryland law case mentions "dealers in negotiable paper’ who handled bills 
of exchange and pTomsssory notes in Georgetown, D C., as early as 1793 Two cases 
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the need for credit by the growing industrial and commercial enterprises, 
manufacturers, importers, and wholesalers located in the laro-er cities 
along the Atlantic seaboard. They required outside credit to carry their 
merchandise through seasonal peaks and then, when the merchandise was 
sold, to carry the receivables of their distant country customers, who 
made purchases only once or twice a year on the customary six or eight 
months’ terms. At the same time it provided banking institutions, even in 
those early days, with a desirable form of self-liquidating secondary 
reserve. 

Since the turn of the century, open market commercial paper has 
served the particular needs of commercial banks and trust companies as 
an ideal form of secondary reserve just as effectively as in earlier days. 
During the money panic of 1907, during those trying months in 1914 
when the New York Stock Exchange was closed and there was no free 
and open market for the securities of even the most widely known cor- 
porations, during the readjustment years of 1920 to 1921 when merchan- 
dise valuations were falling and falling fast, and during the troubled times 
of our more recent Great Depression when the very solvency of thou- 
sands of our banking institutions was open to serious question, open 
market commercial paper was paid at maturity with clocklike precision 
and gave holding banks millions of dollars weekly to assist in meeting 
their unusual demands. The self-liquidating character and relatively short 
maturity of open market commercial paper and the uniformly inherent 
strength of the borrowing units, combined with the fact that commercial 
paper, with the exception of the promissory notes of personal loan com- 
panies, is rediscountable at the Federal Reserve Banks when the maturity 
is not more than ninety days distant, have made this form of investment 
ideal during periods of economic uncertainty as well as during periods 
of prosperity. 


MECHANICS OF INVESTING IN COMMERCIAL PAPER 


Correspondents Act for Some Banks 

A banker who has surplus funds to invest in commercial paper but who 
is situated some distance from the nearest reserve city might not feel 


decided in the Massachusetts Supreme Court mention ‘ brokers who were an mg 
pronihsory notes at least as early as 1807. However, the fct n^ntion o a 

broker” who was dealing in commercial paper occurred m r^mbriHtre- 

Albert O. Greef, The Lmmercial Paper House in the Umted States (Cambridge. 

Harvard University Press, 1938), chap, i. 
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close to the commercial paper market He might also feel that he lacked 
the means of inv estigating the credit standing of concerns offering their 
paper in the open market Consequently he might ask a correspondent 
bank in New York, Chicago, Philadelphia, Boston, or San Francisco to 
purchase 525,000 or Siooooo of paper for the account of his bank. In 
such cases the in\ esting bank, however, takes all the nsk, as purchases of 
paper are made for the “account and nsk" of the investing institution 
Smaller banks rarely make any suggestions to their city correspondents 
regarding purchases except the following (i) the amount to be invested 
m commercial paper, (2) denominations desired, (3) rate of interest pre 
ferred, and (4) maturitj When bujing for correspondents, city banks 
oiten buj paper of their own depositors whenever possible, as they feel 
cspcciallj close to such nsks 

Bankers Prefer to Select Their Own Commercial Paper 

Man) bankers, howeter, are more interested in making their own selec- 
tions of commeraal paper Such a banker with surplus funds available 
for conservative investments gets in touch with one or several commercial 
paper brokers, asking for the names of the corporations whose notes arc 
currently available, and also with the corporations that sell their notes 
direct to investing institutions 

Until around 1932 or 1933, offering sheets of the various commercial 
paper brokers were mailed to bu)ing or prospective bu)mg banks at 
periodic intervals, generally wcekl) Besides listing the names of the con 
cerns issuing notes these ofFcnng sheets also generally gave (1) location 
of the concern (2) line of business, {3) rate of interest earned, (4) 
maturity date, and (5) denominations of notes, and sometimes (6) the 
amount of paper currentl) offered by each concern With respect to 
denominations, the offenng sheets might read as follows “We offer the 
fo’iWfmig ptipta im dtritrrmnatocms of $2,500, $5 000, and $io ooo, 
to prior sales or change in rate For the past tvv o decades or so, there 
has been a greater demand for commercial paper on the part of banks 
than could be supphed Consequently brokers at times have had a nominal 
and often no floating supply of paper As a result the distnbution of 
offering sheets was discontinued for many years Often a block of 
$500,000 or $1,000 000 of paper of some well-known corporauon, which 
a broker was assured he w ould receive on a definite day, w ould be sold 
even before delivery to the commercial paper house In 1957 several 
commercial paper brokers again began to use offenng sheets 
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Today the amount of commercial paper offered by a borrower is 
always an even amount-? 1 00,000, $500,000, or $1,500,000. These sums 
are divided into notes of various denominations to meet the anticipated 
needs of small, as well as large, buying banks. When the early endorsed 


Figure 134 Early Offering Sheet of a Commercial Paper Broker 
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notes and trade acceptances were being distributed, the amounts were 
invariably odd. Brokerage offering sheets as late as 1870 listed notes for 
sale in such amounts as $1,843, $2,538, and $3,840, and in all cases^the 
offering sheet also listed the names of “promisor and endorser, or 
“drawer and acceptor.” See Figures 134 and 135 for examples of early 
and current offering sheets. 

When a banker decides upon certain purchases, he immediately wires 
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the broker at the broker’s expense Most of the commeraal paper brokers 
ha\ e tra\ eling salesmen, who keep larger banks and smaller, but more or 
less consistent buyers, m close touch with the names available for pur- 
chase at the moment. 

Commercial paper brokers guarantee the genuineness of all notes sold, 
but there their responsibility ends Ore is taken m m\ estigating the credit 


Figure ijj Current Offering Sheet of a Commercial Paper Broker 
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standing of every issuer whose paper the brokers handle. Should any 
financial embarrassment occur, however, the banks holding the notes 
assume the loss. Some bankers rely entirely upon the opinion of corre- 
spondents as to the responsibility and the credit standing of the issuers 
of notes. Others rely entirely upon the suggestion of the broker as to 
what paper should be purchased. Others make their own customary 
thorough investigations and arrive at their own independent conclusions. 

Corporations Selling Commercial Paper Direct 

Shortly after the General Motors Acceptance Corporation was organ- 
ized in 1919, it set up a department to sell its own commercial paper 
directly to banks and other institutional investors that had surplus funds 
available for short-term investments. In the early nineteen-thirties Com- 
mercial Credit Company and C.I.T. Financial Corporation (then known 
as Commercial Investment Trust, Inc.), which had been selling their 
commercial paper through brokers, began to sell some paper direct and 
later discontinued the use of brokers. By 1939 these three finance com- 
panies were selling more commercial paper in the aggregate than was 
being sold by all other open market borrowers through commercial paper 
brokers. 

The direct sale of commercial paper has expanded greatly over the 
years as may be noticed from Figure 136. In December 1961, §1,711,000,- 
000 of outstanding paper had been placed by brokers and §2,963,000,000 
direct by nine finance corporations. 

Finance companies are heavy users of borrowed funds at all times. The 
three finance companies mentioned above have been joined ovef the years 
by six others, which now borrow substantially in the open market and sell 
their promissory notes direct through their own organization, not using the 
services of commercial paper brokers. These six finance companies are: 
Associates Investment Company, General Electric Credit Corporation, 
General Finance Corporation, International Harvester Credit Corpora- 
tion, and Pacific Finance Corporation. These corporations sell commercial 
paper with maturities ranging from 30 to 270 days, depending upon the 
requirements of the buyers. 

Option Periods 

When a banker has agreed to purchase notes from a broker, he has the 
privilege of returning any or all of the notes within ten days. These ten 
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days, called an “opDon penod,” allow the banker time to investigate 
thoroughly the credit standing of the borrowers and to decide whether 
the notes are ones he would like to keep The confirmation of sale by the 
broker generally contains an explanation reading about as follotvs “This 
option IS given and accepted with the understanding that the paper 
returned under its provisions is to be for adverse credit reasons only The 
above notes if unmarked may be returned by givmg notice to our office 
during banking hours on or before the dates specified against each note 
on this bill ' Rarely are options renewed 

A large percentage of the notes purchased by so-called “country” 
banks is delivered to the nearest reserve city bank correspondent or to 
the Federal Reserve Bank of the district for safekeeping By this process 
interest begins to run from the date of delivery If notes are mailed directly 
to the bank, interest for one or two dajs may be lost 

Investigating the Commercial Paper Borrower 

During the option penod the credit department or the mdividual per- 
forming that function must work fast If the banker himself analyzes the 
risk, he secures from the commercal paper broker copies of balance 
sheets and income statements for the past one, two, or three years, to 
gether with the names of all the principal depository banks and such 
interim financial information as the broker might ha\ e on hand covering 
developments of the business since the last fiscal date In 1961, o 6 per cent 
of the corporations that borrowed on the open market had a tangible net 
worth between $500,000 and $1,000,000, 25 i per cent, between $1,000,001 
and $5,000,000, 37 3 per cent, between $5,000,001 and $25,000,000, 13 3 
per cent, bet^vcen $25,000001 and $50,000,000, and 23 7 per cent, m ex- 
cess of $50,000,000 Since open market borrowers are the larger and 
better know n corporations in their respective Imes of business, a banker 
IS always able to secure considerable information about them for a cur 
rent credit analysis After he has obtained all available credit information 
from the note broker, he might take any one or all of the following five 
steps to complete his investigation and analysis 

I Obtain a credit report on the borrower, prepared by the Bank Serv 
ice Department of the National Credit Office, Inc This department 
specializes in the investigation, analysis, and editing of comprehensne 
specialized credit reports on corporations that borrow in the open market * 

* This department of the National Credit Office, Inc^ is discussed on pages 99-100 
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2. Obtain a credit report from Dun & Bradstreet, Inc., to ascertain the 
paying habits, progress, and present financial condition of the concern 
and the record of its officers. 

3. ^Vrite all of the depository banks, if the concern keeps accounts in 
five or fewer banks, and write a selected number in different centers, if 
there are more than five depository banks. These banks are requested to 
state their experience with the account and the basis on which loans are 
granted, so as to judge whether open market and direct borrowings are 
on a parity. 

4. Write two or three correspondents in large centers, which have effi- 
cient credit departments, for their opinions of the note or notes that he 
has under option. 

5. On the basis of all of the information that the credit department 
obtains in this manner and then analyzes, the banker takes his fifth and 
final step, which is to decide whether he will keep or return the note. If 
the banker receives any criticism whatsoever on a name or if any single 
feature of the risk, such as the experience or the records of the officers 
and directors, the method of operation, slow trade payments, or the 
financial condition, does not conform to standards set by the individual 
banker, he has the privilege of returning the paper to the broker any time 
before the option period expires. 

More information of a detailed character is available for the analysis 
of the current credit standing of open market borrowers than on any 
other form of investment. If there is any criticism of a name, its com- 
mercial paper will not sell. Until the basis for that criticism is eliminated, 
brokers generally decline to handle the paper. This constant routine of 
credit investigation and analysis is applied so rigorously day after day 
to every piece of commercial paper sold that relatively few concerns 
are able, year in and year out, to keep their financial affairs in such 
healthy shape that their notes will sell readily at the current market rate. 
In fact, the credit standing of an open market borrower is being con- 
stantly and thoroughly investigated and analyzed by each of six distinct 
organizations. The investigation and analysis of any single member 
of one of these six groups may develop, point out, or emphasize facts 
or criticisms which then become more widely known and make the sale 
of additional commercial paper difficult or impossible to outside banking 
institutions. These six groups are the following: 

1. The commercial paper broker who is handling the note. 

2. Banking institutions that have the account. 
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3 Banking institutions bu) mg the notes under option 
4. Ot)’ correspondents of the buying banks which are asked for their 
opinion 

3 Current trade creditors 
6 Mercantile credit agenocs 

The result is that any corporaoon that is able to sell its notes in the 
open market may be considered in that thin uppermost stratum repre* 
senting the better credit risks in our commercial and industrial svorld 
This statement is not modified b) qualifying features of general business 
conditions, broad market movements, or monej rates, but is based solclj 
on the credit responsibility of the concern itself Open market borrowers 
are the “cream of the crop” from a credit point of view 

VOLUME OF OUTSTANDING COMMERCIAL PAPER 

Since July 1918 the amount of commercial paper outstanding in the 
hands of p 3 per>bu)mg banks and other imestmg institutions has been 
complied monthly by the Federal Reserve Bank of New York The 
high point as reflected by these figures was reached m May 1962, when 
$5,917,000,000 m commercial paper was outstanding Of this total, 
$1,869,000,000 had been placed through brokers and $4,048,000,000 di- 
rectly by the issuing corporations The low point occurred m May 1933, 
when onlj $60,000,000 was outstanding This tremendous decrease was 
natural and clearly exemplified the unusually healthy, bquid character of 
open market paper as a secondaiy reserve even in omes, as Henr)’’ George 
sajs, “of recurring paroxysms of mdustnal depression ” 

The volume of outstanding commeraal paper has had two peaks, one 
m the latter part of 1919 and the early part of 1920, and the other in 
1961 and 1962 The wdespread speculation in commodities and land 
following the First World War necessitated the heavy use of short term 
credits bj business enterprises, and the larger, well known, sound busi- 
ness concerns obtained a substanual portion of their temporary credit 
needs at the lowest possible interest rate by using the commercial paper 
market In January 1920, outstanding commercial paper amounted to 
$1,296,000,000 In 1922, the first jear for which accurate records are 
available, 2,259 corporations used the open market 
The relatively small amount of commercial paper held by commercial 
banks and trust compames in May 1933 was due to the depressed and 
embarrassed state of business activi^, the liquidated condiDon of so 
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large a proportion of the business enterprises of the country, the rather 
dubious outlook for fundamental improvement which made itself felt in 
the small amount of forward business, the widespread low interest rates 
and the tremendous sums of excess banking reserves. Liabilities of corpo- 
rations had been gradually and steadily reduced. Such is the natural 
result of a serious depression. Debts were gradually paid off, and, as far 
as possible, new liabilities were avoided. Long-term borrowings virtually 
disappeared from the investment market, except for the Federal govern- 
ment and municipalities, which had problems of unemployment and tax- 
deficiencies. 


Figure 136 Commercial Paper Outstanding*' 


(In Millions of Dollars) 


December of Sold Through Sold 

each Year Brokers Directly Total 


1950 $345 $ 575 $ 920 

1951 449 882 1,331 

1952 552 1,193 1,745 

1953 564 1,402 1,966 

1954 733 1,191 1,924 

1955 510 1, 510 2, 020 

1956 506 1,660 2,166 

1957 551 2,115 2,666 

1958 840 1,891 2,731 

1959 755 2,975 3,730 

1960 1, 358 3,125 4,483 

1961 1,711 2,963 4,674 


* Source: Federal Reserve Bank of New York. 

At the end of 1948 outstanding commercial paper amounted to 
5674,000,000. With one minor dip in 1954, outstanding paper reached 
new highs in each of the following ten years. At the end of i960 the 
figure stood at $4,483,000,000, at the end of 1961 at $4,674,000,000, and in 
Alay 1962, at an all time high of $5,917,000,000. 

The current peak in outstandings is the result of the heavy borrowings 
of finance companies, a type of business that was hardly in existence in 
1920. Whereas in 1922 there were 2,259 open market borrowers, in 1961 
there were only 349. Of these borrowers, 13 1 were finance com- 
panies of one kind or another, and of these, 9 were selling their paper 
direct. Figure 136 shows the outstandings at the end of each year from 
1950 to 1961 of the finance companies that sold their paper directly. If 
there were some way to segregate the outstandings of finance companies 
that sold their notes through brokers, and add that figure to the out- 
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Jings of finance companies that sold their paper direct, it \vou!d be 
cr hou much finance companies ha\c dominated the commercial 
r market m recent ) ears 

HEALTHY AHRIBUTES OF COMMERCIAL PAPER 

ice 1936 the record of investments m commercial paper from the 
t of view of losses has been most unusual In that )ear a loss of 
150 w as assumed bj m\ esting banks in the paper of one corporation 


gure 137 Chart Showing Interest Rates on Prime Commercial 
ntonths)y Treasury Certificates, Treasury Bills, and the Discount 
Rate of the Federal Reserve Bank of New York {1943-1960) 



became financially embarrassed Losses over the years have been onl) 
ction, and a very small fracaon, of the percentage losses that naaonal 
s ha\ e assumed over the years on their otvn loans and discounts 
each of the five years, 1937, 1938, 1939, 1941, and 1948, one corpo- 
1 became finanaally embarrassed with commercial paper outstand- 
but in e\eiy case payments were made m full In all other years 
igh 1961 there were no commercial paper embarrassments, and from 
through 1961 not a penny was lost on investments in commercial 
r As a result aserage dollar losses on open market commercial paper 
the y ears ha\ e been infinitesimal 

le fact that losses hav e been so nominal has resulted largely from the 
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stringent requirements that a corporation must meet to sell its notes in 
the open market and from the consistent opportunity under the option 
system of aUowing investing institutions sufficient time to confinn the 
inherent soundness of each risk. Furthermore, in purchasing open market 
paper, a banker is not subject to the influences encountered in direct con- 
tact with depositors. Cold judgment is substituted for sentiment, with 
consequent modification of losses. 

Are there any other reasons for this unusual record which has made 
open market commercial paper one of the strongest forms of secondarj’^ 
reserves for banks and trust companies? Is commercial paper so very dif- 
ferent in character and results from guaranteed mortgage bonds, high- 
grade long-term securities, or even Federal government securities? There 
are certain fundamental differences. 


No Fluctuation in Principal 

The only return on open market commercial paper is the interest re- 
turn. Unlike bonds and government securities, the value of commercial 
paper remains at par, loo cents on the dollar, irrespective of varying 
economic conditions. The market value of bonds and government secu- 
rities depends upon a wide variety of factors, including interest trends, 
business conditions, the earnings and the current financial standing of the 
issuer in case the issuer is a business corporation, and the general financial 
outlook. There is always the possibility of some gain by the rise in the 
market value of bonds, but, likewise, there is always the possibility of 
some loss. Unlike commercial paper, the principal investment fluctuates 
from day to day and from week to week. The return can never be meas- 
ured until the security is sold. Unfortunately for holding banks, the need 
for cash is often greatest and most widely spread just about the time that 
a downward movement has occurred in the bond market. This condition 
is proverbially expected by the experienced banker. Moreover, there is 
no cost in buying or selling commercial paper, no commission charges. 

Credit Facts Readily Available 

The very mechanics of investing in commercial paper makes it gen- 
erally possible to obtain more comprehensive financial information and 
credit data on such borrowers than on concerns with long-term securities 
outstanding. A buying banker always has close contact with the bor- 
rower either through the medium of the commercial paper broker or 
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dircctlj Tills relanonship is important, extremely \aluable, and practical 
WTien purchasing bonds of industrial and utibtj concerns, a banker can 
rare!) obtain information other than that available in the existing statis- 
tical services 

Open market commercial paper has continuoiisK represented an ideal 
investment medium for the secondarj reserves of banking institutions. 
The paper is short-term, self-hquidaang, sound, non speculativ e, and re- 
discountable, with the exception of notes of personal loan companies, at 
Federal Reserv e Banks when the matun^ is ninetv da\s or less away. 
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THE LEGAL ASPECTS 
OF BANK LOANS 


While every bank loan inevitably involves soime risk of loss, 
that risk should relate only to the borrower’s ultimate debt-paying ability 
and, if the loan is legally authorized and executed, should not extend to 
the ’validity of the bank’s claim against the borrower. Although a banker 
rarely, if ever, extends credit to a borrower in whose integrity he does 
not have complete confidence, the case books are nevertheless^ replete 
with litigation involving bank loans. Banking transactions involving exe 
cution of instruments, endorsements, guaranties, and pledges are a most 
fruitful source of litigation. The use of well-drawn printed forms for 
routine transactions and consultation with legal counsel in unusual cases 
will do much to minimize losses from these causes. 


EXECUTION OF NOTES AND OTHER FORMS 


The rules generally applicable to the execution of otdier contracts app y 
to the execution of notes and other bank forms. For instance, i a p 
has signed a bank form, he will not be permitted to show t at e 
know its contents; in the absence of fraud it is immateria w et er ° 
he has read it.’^ Of course, if the party signing the contract is pr 


’Restatement, Contracts, Par. 70, 4 R. C. 

Par. 90A, 17 C. J. S. 487; Upton, assignee v. Tnbilcock, 91 U 
Rawleigh Co. v. Washburn, 80 Mont. 308, 200 Pac. ^39 9 ,j9 Wis. 

Mass. 205, 154 N.E. 851 (1927); International Text- p,,Awell 287 111 . App- ^^ 7 * 
423, 150 N.W. 429 (1915); Continental ^ ^ cert. den. 355 U 5 . 

4 N.E. 2d 770 (1936); Vargus v. Esquire, 166 F2d 651 U 940 A 

813 (1949). 
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from acquainting himself with the contents by the fraud or artifice of the 
other party, he may avoid the contract ® Accordingly, it is recommended 
that the ordinary bank forms, such as notes, guaranties, pledge agree- 
ments, and the like be plainly capuoned as such and printed m large, 
easily readable type 

Individuals 

Insofar as individuals are concerned, it is, of course, important to ascer- 
tain that the person executing a note or other instrument has legal capacity 
to contract, that is, he is of age and is not incompetent Execution of an 
instrument on behalf of an individual by an agent or attorney in-fact 
should call for the examination by the bank of the power of attomej 
under which the agent desires to act, in order to ascertain that it cm ers 
the proposed transaction and is in full force and effect * The execution of 
an instrument by tuo or more individuals provides a frequent source of 
Imgation to determine whether they are jointly or severally liable and 
whether they signed as co makers or as maker and guarantor * 


CotpoiAtlona 

Where a corporation is executing a note or other instrument, the 
question as to whether one or more signatures may be required depends 
upon the corporation’s bylaws or specific authority from its board of 
directors® The name of the corporation should be followed by the sig- 
nature of the individuals signing on behalf of the corporation, and their 
titles should be clearly shown Othci^vise, the individuals may be person- 
ally liable * The usual form of corporate execution where two signatures 
are required is as follows 

V %'V St 1 . anci P Ky Co^ iii Tfl jjt (11184), Tlickenson v TDickenson 
303 III 311, 137 N E 468 <1911) 

® Annotation Authority of Agent to Borrow Money for Principal 55A L R and 
IZ13, Merchants National Bank V Nichols, 1x3 III 4i,79N E 38 (1906) Joseph Bros 
Lumber Co v Wolberg, 259 111 App 113 (1930) 

* Grove % Chicago Title and Trust Company, 23 111 App-, id 402, 165 N E. id 
60J (i960), Skolmck V Susco Production, 349 111 App 402, in N E id 180 (1953) 
Peterson v Swanson, 239 111 App 80 (1930) 

’Independent Oil Mens Association v The Fort Dearborn National Bank, 311 
111 278, 142 N E 458 (1924) (indorsement). Merchants National Bank v Nichols, 
2:3 111 41, 79 N E 38 (1906), Annotation “Authority of corporate ofScers to mort 
gage or pledge corporate personal proper^,” 61 A L R id 712 
’Crawford Door Sales Co v Kowalik, 4 111 App id 32, 123 N E id in (1933). 
Greenlee v Beaver, 334 111 App 572, 79 N E id 822 (1948), Ruwisch v Theis, 
323 III App 307, 60 N E id 108 (1945) 
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ABC CORPORATION 

By John Jones 

President 

By Frank Smith 

Treasurer 

The general rule is that a private business corporation, unless forbidden 
or restricted by its charter, may borrow money for the purposes of its 
business and may issue its notes therefore While the officers of a corpora- 
tion usually have no power to bind the corporation unless authorked by 
its bylaws or by resolution of the board of directors, it has been held 
that when a corporation borrowed money on its note executed by its 
president and secretary, and the proceeds of the loan were used for the 
purposes of the business, the note was binding on the corporation even 
though no bylaw or resolution authorized such borrowing.® In practice, 
however, it is essential that the lending bank satisfy itself that the borrow- 
ing corporation has the power to borrow money and that the officers 
who are to execute the note on behalf of the corporation are duly author- 
ized to do so by the bylaws or resolutions of its board of directors. 

In the case of short-term commercial loans to established mercantile 
corporations, the usual practice is merely to require the borrowing cor- 
poration to furnish a certified copy of a resolution of its board of direc- 
tors authorizing certain officers to borrow money and execute notes 
therefor on behalf of the corporation, such certified copy being authen- 
ticated by the secretary or other officer having official custody of the 
corporate records and seal. Most banks, having their own printed form of 
general resolution conferring authority to open and maintain a deposit 
account, borrow money, and pledge property as collateral security, will 
require this resolution to be adopted by the board of directors of each of 
their corporate customers. A typical form of such a general resolution, 
embodied in certificate form, appears in Figure 138. 

In the case of term loans, mortgages, and subordination agreements, it 
is generally desirable to require not only special resolutions authorizing 
the execution and delivery of the particular instrument involved, but also 
an opinion of the borrower’s attorney that such execution and delivery 
have been duly authorized, that the instrument is binding upon the bor- 
rower in accordance with its terms, and that such terms are not in conflict 

^R. C. L. 593; Fletcher, Cyclopedia Corporations (Publisher: Callaghan and Com 
pany. Permanent Edition, 1950), VI, Par. 2610. , o\ a T R 

®Scouton V. Stony Brook Lumber Co., 261 Pa. 341, 104 Atl. 548 (1918;, 7 - ■ 

' 433 > and note at 1446. 
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widi zsy disiTsT or tn'iaw pnxsicon of ifce borrow er or am* contracr 
bindias cpon tJis borrow er. la sdfdon. tsrnv-Ioaa leaders oftea require 
the borrow er to funsssh a cernfisd copr of its tJurter and brlaws. Pre- 
cannons of this lind are advisable to avoid the possibilits" of having the 
bank’s loan subordnmed to claixRS of other creditors or even to the rtarry^ 
of preferred stockholders, in the event the borrow er gets into financial 
diScaln' and it is then discovered for the first time that the bank’s loan 
svas made in violation of some mdentare or preferred stock provison. 


Fiacre 13 S Form for a General Resoltmcn 
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Long and Short Bank Forms 


There is some diversity of opinion as to whether the ordinary' printed 
bank forms should be short and succinct or should be so drawn as to 
embrace various events that may occur during the lifetime of the instru- 
ment. The advocates of the short form reason that it is safer to use a sim- 
ple form which clearly sets forth the particular relationship between the 
bank and the customer, relying upon custom, usage, and general prin- 
ciples of law to take care of extraordinary conditions or events. They 
further reason that since it is impractical to provide against every possible 
contingency, a construction of the terms of the instrument favorable to 
the bank may be forfeited under the legal maxim: “If there be several 
things of the same class or kind, the expression of one or more of them 
implies the exclusion of all not expressed; and this even if the law would 
have implied all if none had been enumerated.”® 

The long-form advocates favor the use of forms that reasonably em- 
brace all of the contingencies possible during the lifetime of the instru- 
ment. The growth of commercial banking has resulted in a great increase 
in the judicial review of banldng transactions, and consequently, some 
bank attorneys have felt it desirable to include in their forms express pro- 
visions covering many different contingencies. In addition, the tendency 
of court decisions to uphold stipulations in note and guaranty forms, 
where not oppressive or violative of public policy, has lent impetus to 
the use of more specific, and hence longer, bank forms. 


Collateral Form Note 


The collateral form note is used by a bank in connection with its 
loans on securities, commodities, and other property susceptible of an 
actual or symbolic delivery to the bank, and consists, in major outline, of 
an ordinary promissory note combined tvith a pledge agreement. The 
agreement of pledge embodied in the collateral note usually provides 
that the property pledged to secure the indebtedness evidenced by the 
note shall likewise secure the pajrment of any and all other liabilities or 
obligations of the maker of the note to the bank or other legal holder of 
the note. Such a provision has been held to be valid and effective. It 
enables the bank to use any surplus of the collateral security toward the 


‘’American Well-Works v. Rivers, 36 Fed. 880 (1888). ^ 

Union Brewing Co. v. Inter-State Bank, 240 111 . 454, 88 N. t.. 99/ 
tion 87 A. L. R. 615. 


(1909); Annota- 
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protection of the maker’s other liabilities to the bank, including, for exam- 
ple, a prior loan or an overdraft It is, bkewise, of great advantage to the 
bank m that it results in a pooling of all the maker’s collateral security be- 
hind all the maker’s notes held by the bank, reheving the bank from the 
restriction of using the proceeds of collateral secunty only toward the 
payment of the particular note in respect of which the collateral was 
pledged 

It IS usual to include in collateral form notes, as well as m unsecured 
notes, a provision giving the bank the right to set off and apply any cash 
balances due to the maker against the indebtedness evidenced by the note 
This right IS sometimes conditioned on the note’s having matured (either 
by lapse of time or by acceleration owing to some specified event of de- 
fault), but more often it is an absolute right to set off at any time m the 
discretion of the bank, before as well as after the maturity of the note 

The agreement of pledge ordmanly includes a power of sale and 
specifies the manner of holding a sale A stipulanon providing that upon 
the maker’s failure to pay the note at maturity, the collateral security 
shall automatically become the indefeasible property of the pledgee, has 
been held to be void “ Unless the note so provides, the pledgee cannot 
become a purchaser at the sale ** The terms of the note govern the rights 
of the parties as to the manner of the sale and must be adhered to strictly 

By the u eight of authority a note is not rendered non-negomble merely 
because it includes provisions governing the pledge and sale of collateral 
secunty 

While a pledgee of a certificate for shares of corporate stock duly en- 
dorsed undoubtedly has an implied right to transfer the shares into his 
own name m order to make them more readily available, it is not uncom 
mon for a collateral form note to contain a provision expressly authoriz- 
ing such a transfer The inclusion of such a provision is frequently of 
great benefit, for, without this, it is frequently difficult to procure a trans- 
fer of shares of stock prior to a foreclosure 

” Moss Industries v Irving Metal Co, 141 N J Eq 704, 6t Aid 159 <1948) In 
Daly V Spiller, 119 111 App 371 (1905}, ic stated that such a provision was 
voidable, the decision being affirmed m 122 111 421, 78 N E 781 (1906) without 
adverting to this statement See also First Trust & Deposit Co v Potter 278 N Y S 
847. 155 Misc 106 (1935) 

Annotation “Purchase by pledgee of sub|ecc of pledge, 76 A L R 705, 109 
A L R 1106, 37 A L R id 1381, Columbu Casualty Company v Sodini, 159 Kan 
478 156 Pid 524 (1945) (applying Illinois Jaw) Wetherell v Johnson 208 111 247, 
70 N E 129 (1904) 

** Union Trustee v Rigdon, (1879) 93 li! 458 71 C J S 113 
Annotauon ‘ Negotiability as effected by provisions 0/ instrument in relation to 
collateral other than mortgage,” 101 A L R 1095, 44 A L R id 57 
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A relatively short form of collateral note, which includes the various 
points discussed above, is set forth in Figure 139, while Figure 140 is a 
typical long form. 


Figure 139 Short Form of Collateral Note 


$ 


Chicago, Illinois 


pay to 


19 ~> 

after date, the xindersigned promises to 


THE SECOND NATIONAL BANK OF CHICAGO 

or Its order, at the office of The Second National Bank of Chicago in the City of 

Chicago, for value received DOLLARS. v;ith 

interest thereon from until paid at the rate of 

per cent, per annum. 

To secure the payment of this note, and of any other liability or liabilities 
of the undersigned to the holder hereof, due or to become due, or that may be 
hereafter contracted or existing, howsoever acquired by said holder, the under- 
signed has transferred, pledged and delivered to The Second National Bank of 
Chicago the following property to wit 

(the market value of which is today $ _) and now agrees that upon 

breach of any of the promises herein contained or upon failure to pay any of said 
other liabilities when due said Bank or the holder hereof may thereupon, or at 
any time or times thereafter, sell the said property or any part thereof, and 
any substitute therefor and any additions thereto, at any Brokers’ Board, or at 
public or private sale, without notice, advertisement, or demand of any kind, 
and may apply the net proceeds, after deducting all costs and expenses for col- 
lection, sale, and delivery, to the payment of this note or of any or all of said 
liabilities, returning the residue to the undersigned on demand. Said Bank or 
the holder hereof may purchase any of said property at any such Brokers' Board 
or public sale. In case of decline in the market value of said property or any 
part thereof, the holder hereof may demand the pledge and delivery of additional 
property of quality and amount satisfactory to said holder, and the failure on the 
part of the undersigned to deliver such additional property on demand shall cause 
this note to become due and payable on demand. In case of the Insolvency of the 
undersigned, any indebtedness due from the holder hereof to the undersigned 
may be appropriated and applied hereon at any time, as well before as after the 
maturity hereof. Before or after maturity, said Bank or the holder hereof, 
without notice, may at its option, transfer or register said property or any 
part or parts thereof, into its or its nominee’s name, with or without indica- 
tion of pledge. 


Address 


Guaranties 

Guaranties are commonly used when a bank requires that its loan be 
guaranteed by some third person— thus placing the debt-paying ability of 
the third person (i.e., the guarantor), as well as that of the maker, behind 
the loan. Such guaranties are either lwiited~th&t is, restricted by their 
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terms to a particular note or amount or for a fixed time— or conumnng— 
that IS, conunuing m effect as to future transactions until rc\olved by the 
guarantor. A continuing guarantx’ may be either limited or unlimited as 
to amount A common illustrauon of a limited guaranty is the phrase “I 
hereb) guarantee the prompt payment of the within note," which is 

Figure 140 Long Form of Collateral Note 

UNCU MrMfMT-tvntm tiAU'ac) 
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printed on the reverse side of a promissory note and signed by the guar- 
antor.is Such a guaranty obviously relates only to the particular note on 
which it is inscribed. Continuing guaranties are invariably embraced in a 
separate instrument and contain a phrase whereby the signer guarantees 
the prompt payment when due of any and all indebtedness (or all in- 
debtedness up to a specified amount), present or future, of the borrower 
to the bank. 

Since contracts of guaranty (other than surety company contracts) 
are frequently entered into solely for accommodation and without any 
participation by the guarantor in the benefits of the principal contract, 
the courts have tended to construe contracts of guaranty rather strictly 
against the party claiming under the contract. In fact, it has been said 
that “the surety is the favorite of the law.” However, the rule of strict 
construction of contracts of guaranty will not be extended so as to in- 
validate a guaranty that is clear and unambiguous in its terms.^® Nor is the 
principle that the undertaking of the guarantor is to be strictly construed 
intended to nullify the plain language of the instrument of guaranty.^" 

In some jurisdictions a guaranty is not binding upon the guarantor until 
notice of acceptance has been given by the party guaranteed,^® although 
the Supreme Court of Illinois has held otherwise.^® It is, therefore, pru- 
dent to include a provision in the continuing guaranty form waiving no- 
tice of the acceptance of the guaranty as well as notice of any advance- 
ments made thereunder. 

If the party guaranteed has in his possession, as collateral, security be- 
longing to the principal debtor and releases such security u'ithout first 
obtaining the consent of the guarantor, by the weight of authority the 
guarantor is discharged to the extent of the value of the security re- 
leased.^® Similarly, negligent loss of security^ e.xtension of the time of 
payment of the principal debt, and other occurrences have been held to 


Such a guaranty has been held to warrant that the note is valid and binding. 
Holm V. Jamieson, 173 111 . 295, 50 N. E. yoi (1898). 

Peoria Savings, etc., Co. v. Elder, 165 111 . 55, 45 N. E. 1083 (1897); Barrett \. 
Shanks, 382 111 . 434, 47 N. E. 2d 481 (1945)* t- j 

"Continental 111 . Natl. Bank, etc., v. Cardwell, 287 111 . App. 227, 4 N. E. 2d 779 

^ German Sav. Bank v. Drake Roofing Co., 112 Iowa 184, 83 N. W. 960 (1900); 
Vermont Marble Co. v. Bayne, 356 111 . 127, 190 N. E. 291 (1934). 

"Frost V. Standard Metal Co., 215 111 . 240, 74 N. E. 139 
Southern Surety Co. v. Merchants and Farmers Bank, 161 N. E. ”9-8), 

Kirkpatrick v. Ho% 4 , 80 111 . 122 (1875). See arncle by H. V. i^ant, Vh> Rclc^c 
of Security Discharges a Surety,” 14 Minn. Law Review 725; 38 C. J. S. 1*50, Barrett 
V. Shanks, 382 111 . 434, 47 N. E. 2d 481 (1943). 
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discharge the guarantor. Hence, it is desirable to frame the language of 
the instrument of guarantj' so as to preclude the discharge of the guar- 
antor from all reasonably predictable contingendes, 

A continnmg guaranty', otherwise valid, contained a clause whereby the 
guarantor covenanted that he had no valid defense whatever to any ac- 
tion that mieht be instituted on the guaranty. In a suit on the guaranU' it 
was held that although the sdpubrion waiving defense was invalid, the 
gturantt’ was enforceable.*’ 

A t\*pical so-called “long form” of guaranty' in use by many bants today 
is set forth in Figure 141. 

In sharp contrast in size to this long form of guarantj* is the short 
form in Figure 142, whid\ has been used, in substandallj* this form, 
with satisfactorj’ results by one of the larger midwestem bants for over 
fiftj* j-ears. 

The advocates of the short form of guarantj* emuend that it is safer to 
train their discount derks to be cspeciallj’ circumspect in the handling 
of guaranteed loans and securities pledged to these loans than to attempt 
to embrace all possible contingencies in the form of guarantj*, and then 
discover that a particular es*ent has occurred that is not covered bj* the 
language of the guarantj*. 

The long form of guarantj* illascrated above indodes an agreement of 
pledge as an integral part. \Vhen the short fonn is used, a separate pledge 
agreement must be procured from the guarantor if the performance of 
the guaranty is to be secured bj* the pledge of collaterd security. 

Corporate gwrjnriff.— Corporations gcncralij* have no power to guar- 
antee the obh’gations of or lend credit to another person or corporation 
(other than a subsidiarj*), Thb rule, of course, does not applj* to cor- 
porations expresslj* organized for that purpose, such as surety or guaranty 
companies. The courts have held that contracts of suretj'ship or guaranty 
are bej’ond the powers of an ordinarj* corporation, since thej* constimre 
a devotion of the funds of the corporation to a purpose other than that 
authorized bj* its charter. The fact that the stockholders of the corpora- 
tion have authorized the transaction does not validate an ultra vires con- 
tract of a corporation.** Even though dl of the stockholders ratified the 
action of a corporation in giving an accommodation endorsement, it 
seems that the claim against the corporarion on the endorsement, in the 

** Xye, « ai, r. Chase National Bank. 34 F*d 435 ( I9!9). 

**See, for eiairple, Cnlhaae v. Swords Co, a8i IIL App. 185 (1935); O'Connell 
V. Chicago Part District, 376 111 . 550, 34 N. ^ 2d 836 (1935); People r. AMcrsana 
State Bank, 361 III. 73, 147 N. E. 537 *1935). Knaso v. Aladtson and Kedzie Bank. 
354 111 . JJ4, 1S8 N. t 836 (1934); Thomas v. Railroad Co, loi U. S. 71 (1879). 



Figure 141 Form for Continuing Guaranty {imlhmted) 

In consideration of financial accommodations given or to be given or continued 

_herein called “Borrower,” by FIRST BANK 

AND TRUST COMPANY, New York, N. Y., herein called “Bank,” the under- 
signed irrevocably and unconditionally guarantee to the Bank, payment when 
due, whether by acceleration or otherwise, of any and all liabilities of the 
Borrower to the Bank, together with all interest thereon and all attorneys’ fees, 
costs, and expenses of collection incurred by the Bank in enforcing any of such 
liabilities. 

The term liabilities of the Borrower” shall include all liabilities, direct or 
contingent, joint, several or independent, of the Borrower now or hereafter 
existing, due or to become due to, or held or to be held by, the Bank for its 
own account or as agent for another or others, whether created directly or 
acquired by assignment or otherwise. 

The undersigned waive notice of acceptance of this guaranty and notice of 
any liability to which it may apply, and waive presentment, demand of pay- 
ment, protest, notice of dishonor or nonpayment of any such liabilities, suit or 
taking other action by the Bank against, and any other notice to, any part)' 
liable thereon (including the undersigned). 

The Bank may at any time and from time to time (whether or not after 
revocation or termination of this guaranty) without the consent of, or notice 
to, the undersigned, without incurring responsibility to the undersigned, with- 
out impairing or releasing the obligations of the undersigned hereunder, upon 
or without any terms or conditions and in whole or in part: 

( 1 ) change the manner, place or terms of payment, and/ or change or extend 
the time of payment of, renew or alter, any liability of the Borrower, any 
security therefor, or any liability incurred directly or indirectly in respect 
thereof, and the guaranty herein made shall apply to the liabilities of the 
Borrower as so changed, extended, renewed or altered; 

(2) sell, exchange, release, surrender, realize upon, or otherwise deal with 
in any manner and in any order any property by whomsoever at any time 
pledged or mortgaged to secure, or howsoever securing, the liabilities hereby 
guaranteed or any liabilities (including any of those hereunder) incurred 
directly or indirectly in respect thereof or hereof, and/or any offset there 
against; 

(3) exercise or refrain from exercising any rights against the Borrower or 
others (including the undersigned) or otherwise act or refrain from acting; 

(4) settle or compromise any liability hereby guaranteed, any security there- 

for, or any liability (including any of those hereunder) incurred directly or 
indirectly in respect thereof or hereof, and may subordinate the payment of 
all or any part thereof to the payment of any liability (whether due or not) of 
the Borrower to creditors of the Borrower other than the Bank and the under- 
signed; and ,• j I- 

(5) apply any sums by whomsoever paid or howsoever realized to any lia- 
bility or liabilities of the Borrower to the Bank regardless of what liability or 
liabilities of the Borrower remain unpaid. 
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No invalidicj, irregularity or unenforceabdity of all or any part of the liabili* 
ties hereby guaranteed or of any security therefor shall affect, impair or be a 
defense to this guaranty, and this guaranty is a primary obligation of the under- 
signed 

This guaranty is a continuing one and all liabilities to which it applies or 
may apply under the terms hereof shall be conclusnelj presumed to ha\e been 
created in reliance hereon As to each of the undersigned, this guaranty shall 
contmue until written notice of revocation signed by such undersigned, or until 
written notice of the death of such undersigned shall in each case have been 
actually recen ed by the Bank, notwithstanding a rev ocation by, or the death of, 
or complete or partial release for any cause of, any one or more of the remain- 
der of the undersigned, or of the Borrower or of any one liable in any manner 
for the liabilities hereby guaranteed or for the liabilities (including those here- 
under) incurred directly or mditeccly m respect thereof or hereof, and not- 
withstanding the dissolution, termination or increase, decrease or change in 
personnel of any one or mote of the undersigned which may be partnerships 
No revocation or termination hereof shall affect in any manner rights arising 
under this guaranty with respect to (a) babilities which shall have been created, 
contracted, assumed, or incurred prior to receipt by the Bank of written notice 
of such revocation or termination or (b) liabilities which shall have been cre- 
ated, contracted, assumed or incurred after receipt of such written notice 
pursuant to any contract entered into by the Bank prior to receipt of such 
notice, and the sole effect of revocation or termination hereof shall be to ex- 
clude from this guaranty liabilities thereafter arising which are unconnected 
with liabilities theretofore arising or transacaons theretofore entered into 

In the e\ enr that the Borrower is a partnership, the term “liabilities of the 
Borrower” as used herein shall include all liabilities of any successor partner- 
ship or partnerships to the Bank, direct or contingent, joint, several or mde- 
pendent, now or hereafter existing, due or to become due to, or held or to be 
held by, the Bank, whether created directly or acquired by assignment or other- 
wise 

The Bank at all times and from tune to rime shall have the nght to require 
the undersigned to deliver to the Bank as security for the liabilities of the 
undersigned hereunder, collateral security, original or additional, satisfactory 
to the Bank 

All property of the undersigned shall be held by the Bank subject to a hen 
and as securit)' for any and aU liabilities of the undersigned The term “prop- 
erty of the undersigned” shall include all property of every description, now 
or hereafter in the possession or custody of or in transit to the Bank for any 
purpose, including safekeepmg, collection or pledge, for account of the under- 
signed, or as to which the undersigned may have any right or power The 
balance of every account of the undersigned with, and each claim of the under- 
signed against, the Bank existing from time to time, shall be subject to a hen 
and subject to be set off against any and all liabilities of the undersigned, and 
the Bank may at any tune or from tone to time at its option and without notice 


572 



Figure 141 {Continued') 

appropriate and apply toward the payment of any of the liabilities of the 
undersigned the balance of each such account of the undersigned with, and 
each such claim of the undersigned against, the Bank. The Bank may at any 
time and from time to time, without notice, transfer into its own name or that 
of its nominee any of the property of the undersigned. 

Upon the happening of any of the following events; the death or insolvency 
of the Borrower or the undersigned, or failure of the undersigned to deposit 
such collateral as may be demanded by the Bank, or suspension of business of 
the Borrower or the undersigned, or the issuance of any warrant of attachment 
against any of the property of the Borrower or the undersigned, or the making 
by the Borrower or the undersigned of an assignment for the benefit of 
creditors, or a trustee or receiver being appointed for the Borrower or the 
undersigned or for any property of either of them, or any proceeding being 
commenced by or against the Borrower or the undersigned under any bank- 
ruptcy, reorganization, arrangement of debt, insolvency, readjustment of debt, 
receivership, liquidation or dissolution law or statute,— then and in any such 
event, and at any time thereafter, the Bank may, without notice to the Bor- 
rower or the undersigned, make the liabilities of the Borrower to the Bank, 
whether or not then due, immediately due and payable hereunder as to the 
undersigned, and the Bank shall be entitled to enforce the obligations of the 
undersigned hereunder. 

Upon nonpayment when due of any of the liabilities of the Borrower or the 
undersigned to the Bank, the Bank may immediately or at any time or times 
thereafter without demand or notice to the Borrower or the undersigned and 
without advertisement, all of which are hereby expressly waived, sell, resell, 
assign and deliver all or part of said “property of the undersigned” at any 
Brokers’ Board or Exchange, or at public or private sale, for cash, upon credit 
or for future delivery, and in connection therewith may grant options. Upon 
each such sale the Bank may purchase the whole or any part of such property, 
free from any right of redemption, which is hereby waived and released. 

In the case of each such sale, or of any proceedings to collect any liabilities 
of the undersigned, the undersigned shall pay all costs and expenses of ev'erj’ 
kind for collection, sale, or delivety, including reasonable attorneys’ fees, and 
after deducting such costs and expenses from the proceeds of sale or collection, 
the Bank may apply any residue to pay any liabilities of the undersigned, who 
shall continue liable for any deficiency, with interest. 

If claim is ever made upon the Bank for repayment or recovery of any 
amount or amounts received by the Bank in payment or on account of any 
of the liabilities of the Borrower and the Bank repays all or part of said amount 
by reason of (a) any judgment, decree, or order of any court or administrative 
body having jurisdiction over the Bank or any of its propertj% or (b) an\ 
settlement or compromise of any such claim effected by the Bank vv ith any 
such claimant (including the Borrower), then and in such event the under- 
signed agree that any such judgment, decree, order, settlement, or compromise 
shall be binding upon the undersigned, notwithstanding any revocation hereof 
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or the cancellation of anv note or other instrument evidencing any liability of 
the Borrower, and the undersigned shall be and remain liable to the Bank here 
under for the amount so repaid or recovered to the same extent as if such 
amount had never originally been received by the Bank 
No delay on the part of the Bank m exercising any of its options, powers, 
or rights or partial or single exerase thereof, shall constitute a waiver thereof 
No waiver of any of its rights hereunder, and no modification or amendment 
of this guaranty, shall be deemed to be made by the Bank unless the same shall 
be in writing, duly signed on behalf of the Bank, and each such waiver, if any, 
shall apply only with respect to the specific instance involved, and shall m no 
way impair the rights of the Bank or the obligations of the undersigned to the 
Bank in any other respect at any other time 
This guaranty and the rights and obligations of the Bank and of the under- 
signed hereunder shall be governed and construed m accordance with the laws 
of the State of New York, and this guaranty is binding upon the undersigned, 
his, their, or its executors administrators, successors, or assigns, and shall inure 
to the benefit of the Bank, its successors or assigns In. the event that the Bank 
brings any action or suit in any court of record of New \ork State or the 
Federal Government to enforce anj or all liabilities of the undersigned here- 
under, service of process may be made upon the undersigned by mailing a 
copy of the summons to the undersigned at the address below set forth 
The undersigned, if more than one, shall be lointly and severally liable here- 
under and the term 'undersigned wherever used herein shall mean the under- 
signed or any one or more of them Anv one signing this guaranty shall be 
bound hereby, whether or not any one else signs this guaranty at any time 
The term “Bank ' includes any agent of the Bank acting for it 

Dated New York, N Y 

the day of 19 


(Address) 


(Address) 


(Address) 
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hands of one not a holder in due course, is subordinate to all other bona 
fide claims against the corporation.^® 

Exceptions to the rule denying to a corporation the power to guarantee 
or lend its credit appear in instances where the court found that the act 


Figure 142 Short Form of Guaranty 

GUARANTY 

Tht undcntsntd htreby rcQutit, (hcmn C2;W tbt “Bj-I-) 

fo give and continue to 


(herein called the “Borrower”) creiit, as the Borrower may ietire and the Hank may jrmt, fro-n time fo time, « bether to the 
Borrower alone or to the Borrower and oiheri, and in contideratton ol any credit pien, the undcniened hereby absolutrly and an- 
condinonally evarantees prompt payment «hen due and at all timet thereafter of any and all exu-ing and future •rdchcdn''j» a-d 
fiabihty of every kind, nature and character (tncludme all renewals, ewennon* and modificaiiont ihereoO from the Borrower to the 
Bank, how soever and whensoever created, or arising, or evidenced, or acquired, and theurdenifned watrei roticeof thetccepjnce 
of this e^araniy and of any and all such indebtedness and lubiliry The underagned hereby waivei prevertmen*, protest, nence, 
demand or action on delinquency m respect of an> such indebtedness or fiibility, incfudirc ary right to require the Bark to sue or 
otherttise enforce payment thereof 

This guaranty is made and shall continue as to ary and all such indebtedness and 1 ahiri*y of the Borrow er to the Bark 
incurred or arising pnor to receipt by the Bank of written notice of the termination hereof from the underiigped, wirhou* regard to 
collateral, or security, or guaranties, or other obligors, if any, or to the validity or efiectiveneit of anj and all thereof, aid ary a^d 
all such Collateral and aecunry a«d guaranties and other obligors, if any, may, from time to Dme, wi'hoatncmce to or contented the 
undersigned, be sold, released, surrendered, exchanged, settled, compromised, waned, tiJ>ordinated or modJied, wah or without 
consideration, on such terms or conditions as may be acceptable to the Bank, wrthout in any manner affecting or ifnpa.nng the 
liability of the undersigned. It ts agreed that the undersigned’* labilrtyhereunder inn era! and 11 trtdependerti ot any o*her guaranties 
at any time in effect with respect to all or any part of the Borrow cr'i indebtedness to the Bank, ard that the underngned 1 labJity 
hereunder may be enforced regardless of the existence of any auch other guaranties 

Thu guaranty shall also bind the heirs, personal repwenotives, successors andassig'ns oftheunders gned and shall inure 
to the Bank, its successors and assigns 


Chicago, Ttfivnn, _ 19 

; (StAl) 

was actually in furtherance of the objects of the creation of the corpora- 
tion or was reasonably calculated to promote the chartered enterprise. 
In an Illinois case-'* a corporation in the lumber business, in order to in- 
duce a contractor to purchase lumber from it for use on the job, guaran- 
teed the contractor’s performance of a building contract. In a suit against 
the lumber company on its guaranty, the court held that the guaranty was 
not ultra vires and that the lumber company w'as liable thereon. In pass- 
ing, it should be noted that a few states, such as Illinois,®'' have substanti- 
ally limited the defense of ultra vires by statute. 

It is generally held that a corporation may guarantee the obligations of 


Eastern Trust & Banking Co. v. Guernsey, 144 Me. 135, 65 A2d 13 (1949); 
Martin v. Niagara Falls Paper Mfg. Co., 122 N. Y. 165, zj N. E. 303 (1890); McQueen 
V. Dollar Sav. Bank Co., 133 Ohio St. 579. «5 N- E- 5^9 ((928); Ballanune on 
Corporations (Publisher: Callaghan and Company, Revised -Edition, 

Fletcher, op. cit., VI, Par. 2493. ,,, 

Central Lumber Co. v. Kelter, 102 111 . App. 333 (1901). and 201 111 . 503- 

66 N. E. 543 (1903). r,. T , r-. 1 r- 

” Smith-Hurd Annotated Ch. 32, Sec. 157. 8. See Puerto Rico Indus. Develop. Co. 

V. J. H. Miller Mfg. Corp., 173 F. Supp. 596 (1959)- 
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a subsidiary company How e\ er the conv erse is not true, that is a sub- 
sidiary cannot guarantee the obbgations of its corporate parent merely 
because the latter owns all of its outstanding stock 
The general rule denying the right of an ordinary corporation to be- 
come a guarantor must be borne m mind in considering the validi^ of 
subordination agreements and so-called consent to pledge agreements 
executed by corporations since these agreements partake of the nature 
of suretyship arrangements 


Consent to-Pledge or Hypothecation Agreement 

The consent to pledge or hypothecation agreement is used where 
collateral security belonging to some third party is tendered to the 
bank as security for a loan A. bank cannot secure a \aUd pledge of prop- 
erty w ithout the express or implied consent of the true ow ner 
If a bank is put on notice that property tendered as collateral security 
does not belong to the person offenng jt as secunty for a loan there is the 
nsk of having the true owner subsequently reclaim the property, or its 
value if it has been sold by the bank to satisfy the obbgation Eiueptions 
to this rule emst under certain circumstances, in the case of endorsed 
stock certificates*® and negouable instruments 
Accordingly before accepting any property as secunty for a loan it 
IS the general practice among banks to require the written consent of the 
owner, authorizing the borrower to pledge the property Figure 143 is a 
typical form of such a consent to-plcdge agreement 
These arrangements are somewhat m the nature of suretyship con 
tracts that is the person w ho owus the property stands m the relation 
ship of a surety to the extent of the value of the property Accordingly, 
the same degree of care should be exercised m the handling of these 
transactions as in the case of guaranties 
Many banks do not ordinarily require that consent to pledge forms be 
executed by the registered owners of shares of corporate stock pledged 

General Inv Co v Bethlehem Steel Corp^ *48 Fed joj (1918) Amencaa Surety 
Co V 14 Canal St^ Inc 176 Mass 119 176 N E 78^ (1931) Fletcher op cit^ VI, 
Par 2593 

”See In re Romadka Bros. Co 216 Fed iij (1914) Fletcher op m, VI Par 
2589 I Par 43 XIII Par 5811 

Uniform Stock Transfer Act, Secs 5 and 7 6 U L A 10 and 12 National Safe 
Deposit Co T Hibbs 119 U S 391 (1913) Aimotanon Effect of entrusting another 
with stock cemBcate endorsed or assigned m blank to estop onmer as against a bona 
fide purchaser or pledgee for value 73 A L R 1405 Annotation “Pledge bv transfer 
of instrument,” 53 A L R. 2d 1396 1399 
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by stockbrokers, and it has been held that if a stockbroker wrongfully 
repledged to a bank a stock certificate, endorsed in blank, the owner 
could not reclaim the certificate.^® 


Figure 143 Form for Consent-to-Pledgc Agreement 

CHICAC30. ILL, 

The Bank of Chicago 

CHICAGO, ILLINOIS 

Gentlemen; 

In consideratjon of your making, renewing or extendiog a loan or loans to^ 


bereln^tCT «feTr«d to as the ‘"borrower’*, for which the following properly belongmg tome has be-n tcnde^M to jouas collateral 
secimtT. uywit: * 


and for the purpose of enabling said borrower to obtain credit thc^fore. 1 hereby certify that the and rrope r t r has been duly 
assigned, release, tranaferred and delivered by me to aaid borrower, and by these presenti, 1 is bereby ase-Cn, rtfeaie anl trans- 
fer unto aaid borrower ell of ray right, title and interest m and to aaid proper^, and h«rc^ expressly aothonee asld borrower to 
pledge or hypothecate, all or any part of aaid property for the indebtedreas aforesaid, and au renewals and cxtetsloos thereof, and 
also for any and all other indebtedness of the same borrower to you. whether alone or with others direct or Indirect, ab^’ote cr err- 
tingent and howaoever acquired by you, created at any time before this authontaOon thafl haset-w revoked in wnongreceiTeJ by 
you and all renewalsand extensjons thereof, ard I waive notice of all eraay eucbicdrbtednfijwercxteMJWi. errerewa) thereof. 

Furtbennore, I req'ueat, that you give, or continue to ri\e said borrower, credit m the form of loans or renewals ©r 
extensions as aforesaid, and in consideration of sU or any such credit so granted by you, 1 agree that all or any propmy pFdgrd 
or hypothecated as aforesaid, shall be subject in your hanofl or those of >ouf assignees, or pledgee or pledgees to ail powers »h.eh 
noDM apply thereto by contract or otherwise if said property m fact so pledged or hypothecate stood in the r,ane of ra d borrower 
himself and not tn my name. The proceeds of all loans snail be accounted for and paid over to the berrower afirtrsa-d, and said 
collateral securities msy be disposed of and/or paid over, to or upon the direction of said borrower 

This agreement shall be binding on my heirs, executors, admlaistrstors and aarignsaod inure tothe IvTs'iiof yoa*tuece*3ora 
and/or assigns 




WITNESS- 


JSCALI 


Subordination Agreement 


It frequently happens, particularly in the case of relatively small cor- 
porations where the stock is closely held, that the principal stockholders 
may also occupy the position of creditors of the corporation by reason 
of advances made by them to the enterprise. When such a corporation 
applies to its bank for a loan, the bank may be unwilling to extend credit 
because of the inclusion of such indebtedness to stockholders among its 
liabilities. Stockholders in this posidon are often unwilling to capitalize 


Connolly v. Peoples State Bank, 260 Mich. 352. 244 N. W. 500 (1932), but see 
Edfferly v. First Nat. Bank of Boston, 292 Mass. 181, 197 N- E- 5 i 8 ^’935); Uni- 
form Stock Transfer Act, Secs, i and 7, 6 U. L. A. 2 and *’ ^ Fvchancc 

under. Attention is directed to the provisions of Section 8c of the Securities L c g 

Act of 1934 and rules X-8C-1 and X-15C2-J promulgated 
borrowing of a member of a national securines exchange 

who transacts a business in securities through the medium of an> such mcmt cr. 
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such advances but are ^vlll^ng to subordinate them to the loan that is 
sought from the bank Under these areumstances, as well as under other 
similar ones, a so-called “subordination agreement” is used, vv hereby the 
stockholders subordinate the repayment of their advances to the corpo- 
ration to the repayment of the loan to be made by the bank A typical 
subordination agreement appears m Figure 1 44 


Figure 1^4 Form for Subordination Agreement 
SUBORDINATION AGREEMENT 


Tlic Second National Bank of Chicago 
30 South Judson Street 
Chicago 90, Illinois 

Gentlemen 

\ou arc hereby advised that _ . _ _ 

(herein sometimes called the Company ’) is now indebted to the undersigned 
m the following amounts on the following described notes 


To induce you in your discretion to extend credit to the Company at any 
time, in such manner, upon such terms and for such amounts as may be mutu- 
ally agreeable to you and the Company, the undersigned hereby agrees to 
subordinate and does hereby subordinate payment by the Company of all or 
any part of the above described indebtedness together with any and all other 
indebtedness of the Company now or hereafter incurred, created or evidenced 
to the undersigned (excepting indebtedness for salaries, if any, as may from 
time to tune accrue) howsoever such indebtedness may be hereafter extended, 
renewed or evidenced to the payment to you of any and all indebtedness, direct 
or contingent, for w hich the Company mav now or hereafter be under obliga- 
Don to y ou, and m furtherance thereof does hereby agree not to ask, demand, 
sue for, lake or receive all or any part of such indebtedness of the Company 
to the undersigned nor any security therefor unless or until any and all indcbt 
edness of the Company to y ou now existing or hereafter arising shall hav c been 
paid in full, except the pay ment of current interest as hereinafter provided for 
The undersigned further agrees that upon any distribution of the assets or 
readjustment of the indebtedness of the Company whether by reason of liquida 
non, composition, bankruptcy, arrangement, receivership, assignment for the 
benefit of creditors or any other action or proceeding involving the readjust- 
ment of all or any of the indebtedness hereby subordinated, or the application 
of the assets of the Company to the payment or liquidation thereof, you shall 
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be entitled to receive payment in full of any and all indebtedness then owinc 
to you by the Company prior to the payment of all or any part of the indebtcd“- 
ness hereby subordinated, and in order to enable you to enforce your rights 
hereunder in any such action or proceeding, you are hereby irrevocably author- 
ized and empowered in your discretion to make and present for and on behalf 
of the undersigned such proofs of claims against the Company on account of 
the indebtedness hereby subordinated as you may deem expedient or proper 
3nd to vote such proofs of claims in any such proceedintj and to recciv'e and 
collect any and all dividends or other payments or disbursements made thereon 
in whatever form the same may be paid or issued and to apply same on account 
of any indebtedness owing to you by the Company. 

The undersigned further agrees to execute and deliver to you such assign- 
ments or other instruments as may be required by you in order to enable you 
to enforce any and all such claims and to collect any and all dividends or other 
payments or disbursements which may be made at any time on account of all 
or any of the indebtedness hereby subordinated. 

The undersigned hereby also agrees not to assign or transfer at any time 
while this agreement remains in effect any rights, claim or interest of any kind 
in or to any of the indebtedness hereby subordinated, either principal or inter- 
est without (i) first notifying you and (2) making such assignment expressly 
subject to this subordination agreement. The undersigned will, upon request 
from you, deliver any note or other evidence of the subordinated indebtedness 
to you. 

• It is also agreed that the Company may pay and the undersigned may 
receive currently accruing interest after the date hereof on the subordinated 
indebtedness, provided the Company is not in default in the payment of any of 
its obligations to you or under any of the provisions of this agreement or the 
provision of any note evidencing its obligation to you. 

This is a continuing agreement of subordination and you may continue, with- 
out notice to the undersigned, to extend credit or other accommodation or 
benefit and loan moneys to or for the account of the Company on the faith 
hereof until written notice of revocation of this agreement shall be delivered 
to you by the undersigned. Such notice of revocation shall not affect this agree- 
ment in relation to any obligations or liabilities of the Company then existing 
or any obligations or liabilities created thereafter pursuant to any previous 
commitment made by you to the Company or any e.xtensions or renewals of 
any such obligations or liabilities, and as to all such obligations and liabilities 
and extensions or renewals thereof, this agreement shall continue effective until 
the same shall have been fully discharged with interest. 

It is further understood and agreed that you may at any time, either before 
or after such notice of revocation, in your discretion renew or extend the time 
of payment of all or any existing or future indebtedness or obligations of the 
Company to you or waive or release any collateral which may be held therefor 
at any time and in reference thereto to make and enter into any such agreement 

* When appropriate, this paragraph should be omitted. 
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or acreeriients as ) ou maj deem proper or desirable w ithout notice to or further 
assent from the undersigned and without in anv manner impairing or affcctmg 
this agreement or ans of > our rights hereunder 

\ours scr> trulv. 


^^e herebv acknowledge receipt of a copv of the foregoing subordination 
aercement and atrree that m e mil not pa\ ans indebtedness subordinated b\ the 
foregoing subordination agreement except as there presided In the erent of 
an\ breach of the provisions of the foregoing agreement, ue agree that, in 
addition to an\ other rights and remedies \ ou mav has e, all of our obligations 
and liabilities to jou shall without notice or demand become immediatels due 
and pas able unless )ou shall otherwise elect 


Bs 


The sole function of the subordination agreement is, as the name sug- 
gests, to render the claims of the persons executing the agreement sub- 
ordinate to those of the person m whose fa\or the agreement is exe- 
cuted From the lending bank, s standpoint, it has an additional advantage 
in that It tends to quicken the interest of the pnncipals in the success of 
the business b> increasing the possibiliu of their individual loss in the 
event of a failure of the enterprise Subordination agreements are some- 
times entered into bj non stockholding creditors, pamcularlv m the case 
of finance companies, as an mdocement to a bank or other lender to ex- 
tend credit. 

Accordmg to the text of the form abov c the pattj signing the agree 
ment purports to subordinate his claim onl^ m fav or of the bank’s claims, 
and no reference is made to the possibilicv that there mav be other claims 
of third parties against the corporation in existence at the time the cor- 
poration fails However, since such third parties, or “outside” creditors, 
have never agreed to subordinate their claims to that of the bank, their 
claims and the bank’s claim vv ill nccessan!) rankonapan^ in anv liquida- 
non or winding up of the cotporaDon AccordingU, since the bank can 
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be paid no faster than such outside creditors, the effect of the execution of 
the subordination agreement is automatically to subordinate the claims of 
the party signing the subordination agreement to all other debts of the 
corporation. For this reason, a provision is included in the subordination 
agreement giving the bank the right to file a claim upon, and receive the 
dividends on, the subordinated indebtedness in any bankruptcy or other 
winding-up proceeding. 

The following example will serve to illustrate the practical working of 
a subordination agreement. The Jones Shoe Co., Inc., goes into bank- 
ruptcy owing the Second National Bank $100,000 for moneys loaned. 
Harry Jones, the president and principal stockholder of the corporation, 
is a creditor of the corporation to the extent of $50,000 for advances made 
by him on open account. At the time the shoe company borrowed the 
$100,000 from the Second National Bank, the bank required Jones to sub- 
ordinate the repayment of his $50,000 advance to the bank’s loan to the 
concern. The shoe company has accounts payable to trade creditors 
amounting to $150,000. Its assets will liquidate for $125,000 after expenses 
of administration. 

The bank files its claim for $100,000 against the bankrupt estate, and 
the trade creditors file their claims, which total $150,000. If Jones should 
file his $50,000 claim against the bankrupt estate, the bank could success- 
fully object to its allowance on a parity with the claim of the bank be- 
cause of the subordination agreement. However, the claims of the bank 
and that of the trade creditors are on a parity; hence, the claim of Jones 
would be allowed as a junior claim, entitled to receive dividends only 
after the claims of the bank and the trade creditors had been paid in full. 
If handled on this basis, the subordination of Jones’s claim would natu- 
rally have inured to the benefit of the trade creditors as well as the bank, 
since the total claims entitled to participate in the distribution of the 
assets of the bankrupt estate would have been diminished by the amount 
of Jones’s claim— that is, $50,000. Hence, since the assets of the bankrupt 
estate were liquidating for $125,000, the bank and the trade creditors 
would receive a dividend of 50 per cent on their claims. 

Since the subordination agreement contains a provision authorizing the 
bank itself to file a claim on the subordinated indebtedness, in actual prac- 
tice a claim would ordinarily be filed against the bankrupt estate by Jones 
on his claim for $50,000, and such claim would then be assigned by Jones 
to the bank. Generally little difficulty is experienced in securing the co- 
operation of the party signing the subordination agreement (Jon^, in our 
iUustration) in filing the claim and making the assignment described. He 
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recovcre nothmg personally on his claim m an^ event and, hence, is usn- 
ally V. lUmg to ful^ his agreement with the bank. Should he refuse to do 
so, or should he be under some disabih^ rendering him unable to do so, 
the bank can alwa^-s file the claim itself under the pow er gn cn m the 
subordmaaon agreement. Since the subordination agreement is a con- 
tract bemeen Jones and the bank for the exclusive benefit of the latter, 
Jones’s claim can thus be proved on a pan^ widi the daims of the bank 
and the trade creditors so long as the bank itself does not object. Under 
these arcumstances the claims against the bankrupt estate amount to 
$300,000, smee all of said claims are on a pan^, a distnbuQon of 41 666 
per cent would be made on the claims The bank then would receive a 
dividend of $41,666 66 on its own claim, m addition to the dividend of 
$20,833 33 ■''hich would be paid on the Jones claim, making a total re- 
covery by the bank of $62499 99 $100,000 loan, as compared with 

a total recovery’ of only $50,000 if the Jones claim had not been properly 
subordinated 

While It has been held that a court of bankruptqr will not digress, in 
the admimstraaon of a bankrupt estate, to se^e collateral disputes,’^ 
agreements of subordination have fretjuently been considered and given 
effect by the courts m the administration of bankrupt estates.*^ Further- 
more, It has been held chat the provisions of Section 65a of the Bankruptcy 
Act, providing for the equal distribution of dividends, do not preclude 
the bankruptcy court from considering and giving effect to the provisions 
of a subordination agreement.*^ 

SET OFF OF BANK DEPOSITS 

Since a bank account creates the relationship of debtor and creditor 
betw een the bank and the depositor,*’ the rules applicable to an account 
between debtor and creditor generally apply It is well settled that the 

*®/n re Railroad Supply Compai^, 78 Fid 550 (1935), Goldeoberg t WestoTtr, 
ijo Fjd 388 (1943) 

** In re Akuebolagct Krueger & Toll, 96 Fid 768 <1936), Jn re Htcks-Foller Co, 
9 Fid 492 (1923) Federal Deposr Insurance Coiporaoon v Depirnneac of Flnancul 
insneuaons, 113 Ini App 14, 44 N E. id 972 (1942}, Intermaonal Telephone & 
Telegraph Corp v Holton, 247 Fid 178 (1937) 

** Bird & Sons Sales Corponooo T Tobin, 78 Fid 371 (1933), Sampsell v Impeiul 
Paper Corp, 313 U S 213 (1941), Annoanon “Power of Biniruptcy Coori to 
adjudicate equmes among credirars m dstnbonon of dividends,” 100 A. L. R. 660, 
/« re Dodge Freedman Poulti> Compan}, 148 F Supp 647 {1936) 

**Scammoa v Kimball, 92 U S 362 (1875), People tx rel^ v Farmers State Banl, 
338 HI, 134, 170 N E. 136 (1930), People v West Sde Trust and Savings Bank, 
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bank may offset and apply any money on deposit with it and belonging 
to the depositor to the payment of any debt due from the depositor to 
the bank. In the absence of an agreement to the contrar)’^, a general bank 
deposit may therefore be applied to the payment of a mature debt with- 
out the consent of the depositor — notwithstanding the fact that, by so 
doing, the depositor s account is exhausted and his outstanding checks arc 
consequently dishonored. 

As a general rule a debt, in order to be set-off, must be due in the ab- 
sence of a specific agreement benveen the bank and the borrower. While 
there is a sharp division of opinion among the courts on the subject, it 
has frequently been held that if the debtor is insolvent, the deposit may 
be offset even though the debt is not due.®^ As pointed out above, a bank 
frequently provides in its note forms that it shall have the right to offset 
and apply any deposits at any time, whether the customer’s indebtedness 
is then due or not. Such stipulations have been held to be valid by the 
courts.®® 

A peculiar situation arises when an insolvent depositor dies before the 
maturity of the note. While there is an irreconcilable conflict of decisions 
on the point, the best rule seems to be that the death of the depositor does 
not deprive the bank of the right of offset even though there may be debts 
outstanding against the estate of a higher rank than that due the bank, 
and it has accordingly been held that the bank may plead the depositor’s 
debt to it in offset to an action by the administrators of his estate.®® 

Of all the various aspects of the principle of set-off in banking law, its 
application in cases where the depositor becomes bankrupt has undoubt- 
edly given rise to the most litigation. In order fully to comprehend the 
operation of the principle of set-off as it applies in cases where the bor- 
rower from the bank is adjudicated a bankrupt, it is necessary to have in 
mind the provisions of the Bankruptcy Act relating to what are called 
“preferences.” 

The keynote of the Bankruptcy Act of the United States, in common 
with bankruptcy legislation everywhere, is the equitable distribution of 
the bankrupt’s assets among his creditors. As a general rule a solvent 
debtor may lawfully prefer one creditor over another; that is, he may 
make a payment to or give security to one of his creditors while ignoring 


Annotation “Bank’s right to set off unmatured claims as against receiver, assignee 
for benefit of creditors, or trustee in bankruptcy of insolvent depositor, 37 . . . 


’d 850. 

Annotatimi “Bank’s right to apply or set-off deposit agaimt debt of depositor 
not due at time of his death, 108 A. L. R. 778; Baton s Digest, , p. 34°9- 
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others Where a debtor, having so preferred some of his creditors over 
others, subsequently goes into banlvTuptt^, the preferential pavments or 
transfers of security may, under certain conditions, be recoverable from 
the preferred creditor or creditors, as a fraud under the Bankruptty Act 
The provisions of the Bankruptcy Act that apply to such transactions are 
found, in part, in Section 6o, according to which a “preference” has oc- 
curred if a debtor, being insolvent, makes a payment to or gu es secunty 
to a creditor within four months before the debtor’s bankruptcy, the ef- 
fect of which payment or transfer of secunty is to enable the preferred 
creditor to receive a greater percentage of his debt than other creditors of 
the same class If the creditor recenuig the payment or benefiting from the 
transfer by w ay of secunty, had, at the time the payment was made or 
the security transferred, reasonable cause to believe that tne debtor was 
insolvent, then the payment or security may be recovered from the pre- 
ferred creditor by the trustee in bankniptc) of the estate of the debtor 
It should be noted that under the Bankruptcy Act a person is deemed 
‘ insolvent” if his assets, at a fair valuauon, are not sufficient to pay his 
debts Thus, the bankruptcy definition of insolvency differs from the 
ordinary connotation of insolvency as mere inability to meet debts as 
they mature A preference that is so recoverable by a trustee m bank 
ruptcy IS called a “voidable” preference 
To illustrate, let us assume chat the Jones Shoe Co , Inc , owes the Sec- 
ond National Bank the sum of $10,000 for moneys loaned it by the bank 
The bank holds the shoe company’s unsecured demand note evidencing 
the indebtedness The corporation sustains large losses and becomes in- 
soK ent While insoh enr, the shoe company pays its indebtedness to the 
bank m full At the time it receives the payment, the bank is not aware 
of the fact that the corporation is insolvent Within four months after 
such payment, the shoe company is thrown into bankruptcy, and a 
trustee in bankruptcy is elected While the payment to the bank is a 
“preference,"” it is not a “voidable” preference since the bank did not 
know or have reasonable cause to believe that the shoe company was 
insolvent at the time it paid its indebtedness to the bank Accordingly, 
the trustee in bankrupety cannot recover the $10,000 that the shoe com 
panv so paid the bank However, had the bank had reasonable cause 
to beheve that the shoe company was insolvent when it paid its in- 
debtedness, the trustee in bankruptcy could sue the bank and recover 
the $10,000 Of course, if the trustee m bankruptcy recovers the $10 000 
from the bank as a “voidable preference,” the bank is restored to its posi 
non as an unsecured creditor to the extent of $10,000 and, as such, is en 
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rided to share with other creditors in the distribution of the assets of the 
bankrupt estate. 

Coming now to the application of the set-off principle, it is obser^’cd 
that Section 68a of the Bankruptcy Act provides as follows: 

Sec. 68— Set-Offs and Counterclaims, 

a. In all cases of mutual debts or mutual credits betv^een the estate of a 
bankrupt and a creditor the account shall be stated and one debt shall be set 
off against the other, and the balance only shall be allowed or paid. 

It is well settled that the relationship between a bank and its depositor 
is that of debtor and creditor. Thus, when a customer of a bank makes a 
deposit in his checking account, an obligation springs up on the part of 
the bank to repay the deposit to the customer; that is, the bank oives the 
depositor the amount of his deposit. This, then, is an indebtedness that 
the bank may set off against any indebtedness that the customer may oive 
the bank— for example, a loan the bank may have made to the customer. 
Section 68a of the Bankruptcy Act, quoted above, gives recognition in 
bankruptcy matters to the general right of set-off. 

As an illustration, let us assume that the Jones Shoe Co.. Inc., owes the 
Second National Bank $io,ooo on a loan, evidenced by an unsecured note 
due November i, i960. On October 25, i960, the Jones Shoe Co., Inc., 
being insolvent, a petition in bankruptcy is filed against it by certain 
other creditors. On the day the petition in bankruptcy is filed, the shoe 
company has to its credit on the books of the bank, in its checking ac- 
count, a balance of §2,750. On the concern’s own books its balance in the 
bank is only §2,000, owing to the fact that it has outstanding checks 
against its account that have not yet been presented to the bank. Under 
these circumstances the bank may set off the balance of §2,750 and apply 
the latter amount toward the repayment of the loan of S 10,000. even 
though the shoe company’s note is not yet due by its terms and contains 
no provision for set-off. Accordingly, the bank may dishonor the out- 
standing checks upon presentation and may participate as a claimant to 
the extent of §7,250 with other creditors in the distribution of the re- 
maining assets of the bankrupt estate. Inasmuch as the preference that 
the bank has thereby received is not a “voidable” preference, it is not 
recoverable by the trustee in bankruptcy of the shoe company . 

A quotation from the decision of the United States Supreme Court in 
the celebrated case of Studley v. Boylston National Bank^' will sene to 
illuminate the application of the set-off principle in bankruptcy cases. 

Studley v. Boylston National Bank, 229' U. S. 523, 528 (iQis)- 
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The Supreme Court of the United States, speaking through Mr Justic 
Lamar, summarized the law governing the set-off of bank deposits ii 
bankruptej cases as follows 

That section [Section 68 of the Bankruptej ActJ did not create the right o 
set-off, but recognized its existence, and provided a method bj which it couli 
be enforced er-n after bankruptej What the old books called a right of stop 
page— what business men call set-off— is a right given or recognized bj th 
commercial law of each of the states and is protected bj the Bankruptej Ac 
if the [bankruptev] petition is filed before the parties have themselves give: 
checks, charged notes, made book entries, or stated an account wherebj th 
smaller obligation is applied on the larger The banker s lien on deposits, th 
right of retention and set off of mutual debts arc frcquentlj spoken of as thougl 
thej w ere s\ nonjTnous, w bile m strictness a set-off is a counterclaim which th 
defendant maj interpose bv vsa\ of cross-action against the plaintiff Bui 
broadlj speaking it represents the right w hich one part} has against another t 
use his claim in full or partial satisfaction of what he ow cs to the other That ngV 
IS constantlj exercised bj business men in making book entries w hercbj on 
mutual debt is applied against another If the parties have not voluntarily mad 
the entries and suit is brought by one agamst the other, the defendant, to avoi 
a circuit) of action, maj interpose his mutual claim bj W’aj of defense, an 
if it exceeds that of the plaintiff mav recover for the difference Such countei 
claim can be asserted as a defense or bj the voluntarj act of the parties, becaus 
It IS grounded on the absurdity of making A paj B when B owes A If th 
sec off of mutual debts has been law full) made bj the parties before the [banl 
rupee) I petition is filed there is no necessitj of the trustee doing so If it hs 
not been done bj the parties then, under command of the statute [Bankruptc 
Act], It must be done bj the trustee But there is nothing m Section 68a [of th 
Bankruptej Act] which prevents the parties from voluntanlj doing, before th 
petition is filed what the law itself requires to be done after proceedings i 
bankruptej arc msettuted TTic Bankruptcy Act recognizes this right an 
It cannot be taken aw a) b\ construction because of the possibility that it ma 
be abused The remedv against that ev U is found in the fact that the Trustee 
authorized to sue and recover if it is shown that after insolvencj the monc 
was deposited for the purpose of enabling a bank or other creditor to secure 
preference But to denv the right of set off in cases like this, would m man 
cases make banks hesitate to honor checks given to third persons, would pn 
cipitate bankruptej and so interfere with the course of business as to produc 
evils of serious and far reaching consequence 

Further, the law seems well senled that when a customer is indebted t 
a bank and makes deposits in his checking account m the ordinary cours 
of business withm four months of his bankruptej, the bank can offs< 
and retain the balance on deposit m his account at the time the banl 
ruptcj' petition is filed even though it had full knowledge of the co: 
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tomer’s insolvency when the deposits were made.-’® However, if deposits 
are made within the fodr-month period while the bank has knowledge of 
the debtor s insolvency , and the deposits are made and accepted collusively 
for the purpose of building up the account so that the bank by offsetting 
can obtain a preference over other creditors, the bank will not be per- 
mitted to retain the moneys offset. The right of the bank to retain the 
depositor s balance depends on the purpose for which the deposits are 
made and accepted: whether they are made in the ordinar)^ course of 
business with the expectation and intent that they may be withdraum 
at will by the depositor; or whether, on the other hand, they are made to 
build up the account so that it can be applied to the pa)mient of the 
bank’s claim.®® 

With respect to the various forms referred to in this chapter, it should 
be noted that in jurisdictions where the Uniform Commercial Code has 
been adopted it may be necessary to modify these forms substantially in 
order to take into account the many novel terms and concepts used in 
the Code. 

Obviously this chapter deals only with a few of the legal aspects of 
bank loans, for full coverage of this subject would be out of all propor- 
tion to the scope of this book. The problems discussed above, however, 
are among those that occur most frequently and hence may be of most 
interest to bankers generally. 

Continental & Commercial Bank v. Chicago Title &. Trust Company, zz<) U. S. 
435 (1913); Annotation “Set-off by bank against bankrupt’s deposit as a preference 
within the banltruptcy law,” 85 A. L. R. 369; Joseph F. Hughes & Co. v. Machen, 
164 Fad 983 (1947), cert. den. 333 U. S. 881 (1948); Widetzky v. Pilgrim Trust Co., 

108 Fad 647 (1940). „ 

re Almond-Jones Co., 13 Fad 152 (i9a6); Affirmed mb nom, Union Trust Co. 
V. Peck, i6 Fad 986 (1927), cert. den. 273 U. S. 767 (1927); see Annotation Set- 
off by bank against bankrupt’s deposit as a preference within the bankruptcy law, 
85 A. L. R. 369 at p. 378; Paton’s Digest, II, p. 3412- 



chapter XXIII 


CAUSES OF BUSINESS 
FAILURES AND LOSSES 
ON BANK LOANS 


There is a covtisuous record of the commercial and 
industrial business failures m the United States since the year 1857 ’ A study 
of the number and the trend of these failures, the amount of their liabiliues, 
and the comparison of the number of > early failures with the constantly 
changing number of active commeraal and industrial concerns is ever 
fascinating 

In 193J there A%cre 31,822 such failures, involving liabilities of 5928,- 
312,000, the greatest number and the greatest amount of liabilities for 
commercial and industrial failures ever experienced in one year up to that 
time That was also the year when wholesale commodity prices, stock 
market averages, advertisements in periodicals, attendance at motion pic- 
ture theatres, purchases of new dresses, and general discouragement struck 
bottom— the year when the financial difficulties of banking insututions 
were multiply mg and rhe year when rbe production and dismbuaon of 
automobiles fell to a new low in well over a decade Thirteen years later, 
m 1945, there were 810 failures, with liabihties of $30,395,000, the smallest 
number of failures and the smallest aggregate liabilities for any one year 
since the Civil War By 1961 business failures had increased to 17,075, 
with aggregate liabilities of $1,090,123,000, a new all-time high 

Naturally the relationship between the number of failures and the num- 

’ This record is kept up to date bj Dun & Bradstreet, Inc , and reported monthly, 
broken down bj states, by specific lines of business activity, by the number and 
liabilities of failures in large cities, and by die number of failures per 10,000 listed 
businesses 
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ber of listed business enterprises likewise has fluctuated from one year to 
another. In 1932, 1.54 per cent of all listed (i.e., listed in The Refereyice 
Book, published in July of that year by Dun & Bradstreec, Inc.) commer- 
cial and industrial concerns became financially involved, but by 1937 the 
corresponding figures, after five years of steady shrinkage, had fallen to 
0.46 per cent, and by 1945 to 0.04 per cent. In 1961 the figures had in- 
creased to 0.64 per cent. 

INTERPRETATION OF FAILURE RECORDS 

Failure statistics have been analyzed and reanalyzed, interpreted and 
reinterpreted over the decades by year and by month. They have been 
studied and explained by students of business affairs, by men who knew 
little about business operations, by theorists, by practical business execu- 
tives, by accountants, and by bankers. Failures, many theorists have freely 
informed us, are the result of incompetence; inexperience; lack of work- 
ing capital; the increased intensity of competition; changes in the tech- 
nique of production and distribution; changes in styles, fads, and habits; 
the introduction of substitute products; disasters, such as drought, severe 
windstorms, and fires; overtrading and undertrading; the personal ex- 
travagance of oflicers or partners; and, last but not least, “general business 
conditions.” In other words, failures have been attributed to ever}* reason 
under the sun. 

Importance of Management 

According to many diligent students, more business failures are caused 
by lack of working capital than by any other single factor. This cause 
has been singled out, emphasized, and delicately played upon, in contrast 
to many other causes, including incompetence, mental inertia, and inex- 
perience on the part of those guiding the affairs of a business enterprise. 
Four examples will indicate that the finest plant, the most meritorious 
product, the greatest potential market, are liabilities under poor man- 
agement; that management, and not this multitude of collateral factors, 
is fundamentally responsible for the success or failure of a business en- 
terprise. Other factors help or retard progress in a competitive economy, 
but they are, in truth, of secondary importance. 

Lack of Working Capital. If a business enterprise to manufacture 
bedroom furniture begins operations on a net working capital of v40,ooo 
when a minimum of $90,000 is essential at this particular location, is not 
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the very organization of that concern with insufficient working capital 
the result of incompetence, inexperience poor management, and a lack 
of financial know ledge regarding the minimum of working capital needed 
to start operations with a reasonable expectation of success’ On the other 
hand, if the business begins operations with a net working capital of 
$90,000 and m three years assumes losses that reduce the excess current 
assets to S40 000 are not those losses fundamentally the result of inef- 
ficient or incapable management somewhere along the line’ Some analysts 
of business operations might be inclined to belici e that these losses could 
result from factors other than poor managerial guidance or oversight 
such as extreme competition, a change m the technique of production and 
distribution, or changes m styles, fads, or habits of buyers Such explana- 
tions are taken up in the following three cases Here the lack of working 
capital in either instance is but an outward expression of the inexperience 
or inability of those who have charge of the welfare of the concern 

Extreme Competition One ingenious student divides the causes of fail- 
ure into two general categoncs-extemal and internal Among the so- 
called ‘external factors’ -that is, external to the management-JS the in 
creased mtensity of competition, which is no clear fault of the business 
executive If such factors were actually beyond the control of business 
managers, fatalism would be the philosophy of business operations The 
expenditure of thought, energy, and conscious effort would be wasted 

Consider the matter of extreme competition for a moment Suppose 
there were forty nine motion picture theatre supply houses m the United 
States These dealers handle a wide variety of supplies for the typical mo- 
tion picture theatre projection machines seats, curtains, carpets, sets, 
projector repair parts, lamps, accessories, and carbon Suppose competi 
tion became keener and keener, and prices were cut, first on one product 
—carbon— and then on others— projector repair pans, lamps, and acces- 
sories Profits are turned into losses as the. gross maegm on carbons is cut 
from 30 to 5 per cent, and the gross margins on other important items also 
are greatly reduced First one concern and then another liquidates its af 
fairs, pays its bills, pays the wages of its employees and its rent, pulls 
dow n the shades, and closes up shop Finally , thirty-nme remain How did 
that happen’ Why were not the entire forty nine concerns forced to 
liquidate’ Why only ten’ 

Obviously the ten that felt the results of the keener competition were 
the marginal concerns The managements of the liquidated concerns had 
lacked the aggressiveness to hold old business and had failed to acquire 
new business on more profitable collateral lines, such as air conditioning 
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and sound equipment which could have been sold to clubs, schools, and 
churches. Many times have the authors seen the weaker financial organiza- 
tion become stronger and finally work into healthy shape under the stress 
of intense competition, because that stress bred aggressiveness and a will 
to go after and acquire sales. 

Only where the management is incompetent does a concern go under. 
Thus, is not a failure that is said to result from intense competition gen- 
erally caused by poor or misguided management, where inertia has finally 
played its last leading role? Perhaps the financial condition of the con- 
cerns liquidated was not strong enough to stand up against the strain as 
long as the others. Again, that financial condition had been brought about 
by mistakes in policies, by inertia, by unskillful management guidance. If 
a particular business was started with too little funds, that again can be 
laid only at the doors of the owners; and if it lost funds so that it became 
weak financially, the management again must accept the ultimate respon- 
sibility. 

Changes in Techniques of Production and Distribtition. Likewise, fail- 
ures said to result from changes in the techniques of production and dis- 
tribution are classified time and again as due to external causes. Is not such 
a situation also the result of the lack of managerial foresight? 

Here is a concern that has been engaged in the manufacture of vacuum 
cleaners for many years. The plant is an oldfashioned one operated in an 
oldfashioned manner, congenial for the employees when there are profits 
and paying low wages when there are none. A close personal, but hardly 
efficient, relationship exists between the owner and the men on the ma- 
chines. Competitors have put in up-to-the-minute productive methods, 
whereby the work flows in one steady stream through the factory, each 
laborer carrying on one operation in which he has become expert. As a 
result, three times as many vacuum cleaners are turned out with the same 
number of men as in the oldfashioned enterprise. This change in produc- 
tion technique is surely a tribute to the live operating management in one 
case and an indication of sleepy unawareness in the other. 

Being behind the times is no unusual attribute of the operating staff of 
a business that is sliding downhill. The oldfashioned manufacturer sells 
on terms of 2 per cent discount in ten days, net thirty days to wholesale 
distributors, and is finished with his vacuum cleaners as soon as the) are 
delivered. The wide-awake concern is selling not to wholesalers, but di- 
rect to the retail trade, and has a definite planned connection with ^ 
tional specialized finance company which offers each retailer its facilities 
in selling on the instalment plan. Distribution methods have changed, but 
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the oldfashioned enterprise is going to do its business “conservatively or 
not at all.” Soon this enterprise wtU be doing none at all, because of man- 
agerial incompetence. 

Changes in Styles, Fads, and Habits. Even failures that are thought to 
result from such e.xtemal factors as changes in stjdcs, fads, and habits may 
be laid nou here except on the doorstep of the executive staff. There is no 
one policj' to u hich the real executive gives more serious study and at- 
tention than just such changes. An aggressive, wide-auake management 
generally realizes that changes are taking place behind the scenes many 
months before they come to light. Consequently improvements and 
changes are made in the product well in advance of actual need. Stude- 
baker, under aggressive management, went from wagons to automobiles 
and Curtiss from motorcycles to airplanes, each thereby removing himself 
from a declining industry. 

Less a^^’ake executive staffs would have watched their sales shrink to 
the vanishing point and, without applying correctives, would have placed 
the onus on the “changing rimes.” Every manufacturing or wholesaling 
business enterprise and most of the larger retailers that have been in 
existence twent)'’-fivc years or more have had to meet and overcome 
changes in the demands of customers, in manufacturing processes, and 
in methods of distribution. A constant change is in process, a change that 
is quietly taking place in the method of operation of all concerns with a 
firm grasp on reality. A business enterprise b the reflection of a guiding 
hand, just as much as a painting b of the artist, a book of the author, and 
a building of the architect. Furthermore, the business enterprise may be 
fully as much a work of art. 

Two Basic Classifications of Failure Causes 

Thb resume of the causes of failures indicates that most of these causes, 
whether or not said to he heyood the cawtol of m^oa.geme.nt, ate fatgely 
reflections of management’s skill or lack of it. Only m rare instances is 
the management not to be scored because of a particular financial embar- 
rassment. With this emphasis on the extreme importance of the knou’l- 
edge, skill, experience, and aggressiveness of operating managements, the 
principal causes of failures fall into two basic classifications: (i) those that 
are manifestations of managerial ineptitude, and (a) those in which the 
skill of the management plays little or no part. 

Figure 145 is a chart showing the primar}’ and secondary causes of 
business failures falling in each of these classifications. Financial ratios, as 
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CAUSES or BUSKESS FAILURES 


I Cau»e» oi bttsineBS faUureB, which are maniiestafiorB of n-anagarlal ircomac 
tence. inexperience, and neglect FaUnxea reeulting Iront this generic eanVe 
are "broken down into twelve primary claaslfications, which indicate the parti- 
cular nature of managerial Incompetence, inexperience, and neglect. ^ 

(A) Manifestations reflected in balance sheet proportione 

(1) Excessive liabilities, either current or current and funded (Measured 
by the relationship of current lUbllities witn current assets and with 
the tangible net worth, and by the relationship of the total of c«-rent and 
funded liabilities with the tangible net worth ) Excessive liabilities are 
present la all failures, hi many cases these obligations seem to be the 
apparent direct cause of the failure, in other cases, an oierexteaded 
position is brought about by some one or several other causes. p-imar«y 

(a) Overtrading 

(b) Losses or depletion in net working capital from ary one or several of 
the causes outlined below under (B) 

(Z) Top-beavy fixed assets . (Measured by the relationship between the de - 
predated book value of the aggregate of fixed assets and the tangible net 
■worth ) This condition is brought about by 

(a) A desire to increase manufacturing capacities and facilities 

(b) A desire to enlarge or improve the appearance of retail establish- 
ments 

(c) Continual heavy losses, withdrawals, or dlviderds, which bring the 
tangible net worth to a vulnerable low level and which are repre- 
sented largely fixed assets 

(3) Excessive inventories. (Measured by two relationships, inventory to 
net working capital and net sales to inventory ) This condition Is 
brought about by 

(a) Speculation m merchandise. 

(b) Poor Judgment of marfcets-~overbuy£ng 

(c) Poor styling 

(d) Prices kept competitively high 

(e) Inventory is not kept up to date or balanced. 

(4) Heavy receivables which include a large amount of bad debts or slo'w ac • 
counts. (Measured by the comparison of the average collection period 
with the terms of sale or by an aging of the accounts ) Heavy losses 
may result from the extension of large credits to poor risks Some- 
times, had debt losses are written off through the income account oc- 
casionally through the surplus account, and at other times retained in the 
ledger to the bitter end The primary cause is 

(a) Inefficient credit and collection policies 

(5) Excessive investments in and advances to subsidiary and affiliated con- 
cerns, which operate unprofitably or become financiall') embarrassed 
(Excessive investments In and advances to subsidiary and affiliated 
concerns are reflected by a reduction in net working capital ) 

(6) Excessive loans to officers, directors, or employees At times, furds 
arc withdrawn in this manner to cover the actual living expenses of the 
controlling stockholder who has no other source of income At other 
times, the policy is followed without a clear conception of the possible 
disastrous effect. 

(7) Insufficient net working capital, which is merely another way of saying 
excessive investments in slow assets, such as real estate, buildings, 
machinery, equipment, tools, furniture, fixtures, and mlscellaneo is re- 
ceivables from officers, employees, directors, and subsidiary or affil- 
iated enterprises, investments in miscellaneous unmarketable securities, 
and deferred assets. 


All of thes“ iQd*vIdial 
ma-ifestations of ma-a- 
geriai irccTp-tence, tn- 
experie-ee and neglect 
are belghteri'd and em- 
phasized by th- foUowirg 
seien factors of seecud- 
ary importacce In other 
words, the fcUewirg le^eti 
factors, while n€*e- the 
direct cajses of faliU'e, 
are often the cause* of 
brirging managerial erro-s 
Into the limelight 

Secondary Factors 
^ * (1) Business corditioni 

such as a panic or a de- 
pression 

(2) Keen comp»tC*on 

(3) Change* in the tech- 
nique of p-oduction a-d 
distrlbutior 

(4) Change* in styles, fads, 
and habit* 

(5) Irtroduciion of substi- 
tute p-oducls 

(6) Inadequate budgetary ard 
accour*Irg system* ard 
contro’s 

(7) Fluctuaticni ir Uie u^ole- 
sale prices of commodi- 
ties 


(B) ManifestatiDDS reflected in operating figures 

(8) Inadequate or declining net sales which result in net losses— also krto»Ti 
as undertraduig. 

(9) ExceB,ive fixed charges, -ahich is another way of Baying top-heavy fixed 
aseeta and excesaive long-term IiabUities. Depreciation and interest 
charges under such circumstances are heavy 

(10) ExceSBlve operating expensea, which might be caused by some one item 
of expense , such as salaries, by an inadequate mark-up, or by a coti^ina- 
tlon of several items of expense all of which are out of proportion oo 
cost accounting often is the underlying cause 

(11) Continual losees, whether from operationB and shown in the ireeme account 
or from unusual causes and charged to surplus 

(12) Constant and excessive withdrawal* or dividend dlsbu-semenls , which de- 
plete the reserves and in time eat into the net working cap.tal 

n. Causes of failures in which managerial Incompetence, inexperience, and neglect 
play little or no part 

(A) Disasters, such as a flood, tornado, or earthquake Fire# should alwa>* 

protected against by fire insurance . Earthquake* and temados in t r. e ^ 
where they have once occurred should be protected against by 
same thorough manner as fire Losses by burglary or fraud on e 
some officer or employee, likewise, should always be protccte aga » 
adequate burglary, casualty, fidelity and surety insurance . 
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discussed in Chapter are not lifeless units of cold data The} arc 
mathematical representaaons measuring units and the concomitant re 
suits of operating decisions WTiat the kilowatt is to elcctricit}, the inch 
to Imear measurement, the molecule to ph\ sics, the finanaal ratio is to the 
pecuniar} condiaon of the business enterprise Moreover, ever} polic} 
and decision of an execunve staff has its rcflcccon some\vhere m the assets 
and iiabihoes of the balance sheet, the surplus account, or the income 
statement and consequent!} is disclosed b} the health} or the unhealthy 
proportions of the sanous assets liabilmes, and expenses of a business 
enterprise 

Manifestations of Managerial Ineptitude 

With this background the causes of business failures that are manifesta 
Gons of managenal ineptitude ma} be subdmded into (i) those reflected 
m the balance sheet and (j) those reflected in the operating figures These 
two subdivisions are then broken down tnto twehe fundamental expres- 
sions of managerial ineffiaenc}, mental or ph}s:cal incraa or ill-consid 
ered judgment. Each of the eweUe subdivisions is brought to light b} one 
or several of seven secondar} factors or sy mproms such as poor business 
conditions, competition, changes m the accepted techniques of produc 
non and distnbuaon, changes m si}les and habits, introduction of substi 
tute produce, madeqoace budgetary and accounting controls, and fluctua 
tions m wholesale commodit} pnccs These seven factors arc not basic 
causes but tend to emphasize the effects of first causes and bnng them out 
m bold relief At times the} are the background against which the initia 
tor} pnnaplesof business management stand out 

Excessixe LiaMtues The first manifesranon of managenal mcompe 
tence, mexpenence, or neglect given m the outUnc above is the growth m 
the liabibties of a business enterprise to a pomt where the} have become 
distmctl} excessive A business becomes financial!} involved when its lia 
bilines are top-heavy, when invoices cannot be paid accordmg to terms, 
when the mrerest on a funded debt cannot be met, and when the current 
or funded debt cannot be paid or refunded at matunt} Because these defi 
mte finanoai obliganons cannot be met, a pcGoon in bankruptcy is 
finally filed either b} the management of a business or b} its creators 

The history of such a case would show that the liabibnes had become 
heavy because of some one or several management decisions or because of 
lack of aggressiveness or preparedness to meet compeum e conditions and 
practices Possibl} the management in immediate!} preceding v ears had 
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drawn down excessive salaries, permitted excessive dividends or with- 
drawals, operated at a loss, speculated in merchandise, or had top-heavy 
funded debts and excessive fixed charges. In other words, along with ex- 
cessive liabilities, there would be found underlying managerial decisions 
that had brought the enterprise to its final resting place. 

Top-Hecivy Fixed Assets. The second manifestation of managerial in- 
capacity is found in top-heavy fixed assets. This condition invariably indi- 
cates a lack of net working capital and burdens the operating account with 
more than its normal share of yearly depreciation. Such a condition in a 
manufacturing enterprise results from the desire of the management to 
expand the capacity and the facilities of the concern generally during a 
period of good business. When the cycle turns, the concern is distressed 
by idle plant capacity. Such a situation is doubly vulnerable when new 
construction and additions to plant capacity are financed with borrowed 
funds. The same situation occurs with retail establishments when large 
sums are spent to improve the front or the inside fumishments of a store, 
when an addition is made to an old store, and when new units are taken 
over either by the purchase of the properties in fee or under leaseholds. 

This condition may be brought about by continual heavy losses, with- 
drawals, or dividends for several years by the management of a business 
which at an earlier date had maintained a satisfactory relationship be- 
tween its fixed assets and its tangible net worth. This is likely to happen 
particularly in family corporations, when funds must be withdrawn from 
the business for the actual living expenses of the family whether or not 
profits are earned. Also, this ailment frequently develops where the man- 
agement through ignorance has failed to realize the disastrous effect of 
steady losses and excessive withdrawals or dividends. 

Excessive Inventories. The third manifestation of managerial incompe- 
tence is found in excessive inventories. This condition may be brought 
about by the manufacture or distribution of too many products or lines 
for the size of the business; by building up unbalanced inventories; by 
speculation in merchandise— that is, by buying heavily in anticipation of a 
rise in prices, which often fails to materialize; by poor judgment of future 
markets— that is, by overbuying; by the production or handling of a prod- 
uct that is out of style or not in public demand; by unknowingly having 
prices that are competitively high; and by not keeping the inventory neat 
and up to date. 

The inevitable conclusion of these interpretations of the outline is th,w 
the success or the failure of any business endeavor rests almost entircl\ in 
the hands of the operating management. The remaining nine manifesta 
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oons of managenal decisjons, poliaes and plans which are reflected m the 
balance sheet and income statement are just as vital as the three just ex 
plamed They are the reflections of mental or phj sical inertia, too little 
aggressiveness, and the lack of knowledge of how to cope with the manj 
causes of business \ anation 


Secondary Factors 

In, the bracket at the right of the outline chart in Figure 145, on 
page 587, are given seicn secondary factors that reteal and emphasize 
managerial inexperience and incompetence These symptoms, as distm 
guished from basic causes, tend to be drawm mto the circle of primary 
causes and effects where operating managements lack knowledge and 
ability When managements are really capable, plan ahead diligently and 
skillfully, and keep their affairs in fairly sound financial condition, these 
seven factors can exert far less unfavorable pressure 

Not one of these seven factors 10 itself causes a business failure Any one 
or several of them, however, might represent conditions that would be a 
test of the ability, foresight, skill, and knowledge of operating manage 
ment An executive who would speculate in merchandise, who would pur 
chase heavily m excess of his reasonable needs and whose busmess would 
subsequently become bankrupt with the ensuing drop in wholesale prices 
would certainly lack both knowledge and foresight The drop in whole 
sale prices would not have been the cause of the failure, but merely the 
means through which the inexperience of the management became evi- 
dent. The fundamental error w as in deciding to pile up a heavy inventory 
far in excess of reasonably legitimate needs 

While the remaining six secondary factors are effective m a similar 
manner, perhaps no one of them is as senous as fluctuations m w holesale 
commodity prices m aggravating an unsound financial condition As a 
result, business failures usually decrease as wholesale commodity pnees 
increase and increase as they decrease There is, howev er, a natural tend 
cncy for the number of failures to follow somewhat after the movement 
of pnees 


FAILURES AND WHOLESALE PRICES 

The long dechne in wholesale pnees startmg m the summer of 1919 
came to an end m March 1933 The combined index of the wholesale 
pnees of 784 commodities as computed by the Bureau of Labor Statisacs, 
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with 1926 as the base, fell during this time from 96.5 in July 1929 to 59.8 
in February 1933. As wholesale prices kept declining, the number of fail- 
ures constantly grew. Each year from 1929 to 1932 registered an increase 
in the number of business embarrassments over the number for the pre- 
ceding year, culminating in the 31,822 business embarrassments of 1932. 
From February to the end of 1933, wholesale prices of finished products, 
semimanufactured products, and raw materials were all headed generally 
upward. Consequently, with the resulting inventory profit of active con- 
cerns, the number of failures for the year, compared with the number of 
failures in 1932, dropped 37.5 per cent. 


Rising Prices and Decreasing Faiiures 

Wholesale prices continued to rise throughout 1934. From the Depres- 
sion low of 59.8 in February 1933, the index of the Bureau of Labor Statis- 
tics rose to 70.8 per cent in December 1933, and to 76.9 in December 1934. 
The rise in this index during 1934 amounted to 8.6 per cent and was fairly 
continuous throughout the year. Conversely, the number of failures in 
1934 declined to 59 per cent of the number of embarrassments in 1933. 

The wholesale commodity price level continued upward in 1935, but 
most of the advance was concentrated in a relatively few commodity 
groups, particularly farm products and food. The sharp upward trend of 
1933 had not tended to flatten out. The trend, however, was noticeably 
upward, and although the rise occurred in commodities that played a 
smaller part in inventory profits or losses, the 1 1,510 failures for the year 
were slightly below the number in 1934. The same trend continued into 
1936. All commodities other than farm products and foods continued a 
moderate, but consistently upward, trend throughout the year. Failures 
dropped to 9,185, the lowest since 1920. 


Falling Prices and Rising Failures 

In 1937 the reaction occurred. Neither sales, net profits, nor the level 
of wholesale commodity prices keep on rising forever. A reaction must 
always take place. The upward trend reached an eloquent climax in April 
1937, when President Roosevelt stated in a press conference that he be 
lieved prices had been rising too fast, particularly the prices of copper, 

steel, and durable goods. , 

Even before this memorable utterance— in fact, as early as the mont o 
February— the price of cotton broadcloth seemed to be slipping. it 
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cotton mills sold ahead for nvo, three, four, and five months, no one had 
a clear conception of whether the break in the cotton goods market was 
temporary or whether it was the beginning of a more sustained, wider 
drop m prices Three months later the wholesale prices of copper, tin, 
cocoa, crude rubber, wool, wheat, butter, and steel scrap were selling at 
their highest pomts for periods ranging from six to mne years 

The combined index of the wholesale prices of the Bureau of Labor 
Statistics reached a peak of 88 3 in Apnl 1937 Then the firew orks started, 
and the price of commodit) after commodity hit the sawdust trail By 
January 1938 the index had dropped to 80 9, a drop of approximately 8 J 4 
percent, andby August 1939, to 750, a drop of 15 1 per cent 

As wholesale prices receded, some fluctuation occurred in the number 
of monthly failures When compared with the number of failures for 
the corresponding months of 1936, some months were higher and some 
were lower By October 1937 when the effect of falling prices was widely 
realized, failures were running materially ahead of any corresponding 
period of the preceding year The full effect of decreasing prices was 
felt in 1938, when failures increased to 12,836, compared with 9,017 in 
1937, an increase of 42 3 per cent 

Rising Poces and Decreasing Faiiutes 

In August 1939 the Bureau of Labor Statistics index had dropped to 75 
Pnees continued a sideward movement until November 1940, when the 
early effects of purchases by the Allies began to be felt Between November 
1940 and November 1941, the index rose from 79 6 to 92 5 The rise con 
tinued to 103 6 in February 1944 and then leveled off as a result of price 
control By June 1946 the index was 1 12 9 and then, with the eliminaoon 
of O P A , jumped to 1 24 7 in July and 1 34 i m October As wholesale 
prices went upward, failures decreased year by year— 9 405 in 1942, 3,22 1 
m 1943, 1,222 m 1944, and an all time low of 810 m 1945 


Prices and Failures Since World War II 

Since the end of World War 11 m 1945, we have had continuous infla 
tion While there have been great fluctuations m the prices of the two 
thousand individual commodities that comprise our current wholesale 
price index, the over all index has been headed almost steadily upward 
We have also had three minor recessions with higher business failures 
The first minor recession after the end of World War II occurred in 
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1948 to 1949. In these two years business failures increased from 5,250 to 
9,246, and liabilities of business failures, from §234,000,000 to S308,- 
000,000. The second recession took place from 1953 to 1954, '^vhen busi- 
ness failures increased from 8,862 to 11,086, and liabilities went up from 
§394,000,000 to $462,000,000. The third recession occurred from 1957 to 
1958, ending around April-May 1958. Business failures in these two years 
expanded from 13,749 to 14,964, and liabilities increased from $615,- 
000,000 to $728,000,000. In each of these three recessions the number of 
failures and their aggregate liabilities reached higher levels. 

The last recession was the sharpest of the three. It was also the shortest. 
For eight months through April 1958, industrial production, sales, and 
inventories declined month after month. Then the turn-around suddenly 
took place. The upturn seems to have been initiated at least partially by 
a broad switch in inventory policy in commerce and industry. Inventory 
liquidation had accelerated to a record rate in the first quarter of 1958. 
Managements soon learned, however, that consumer demand was not fall- 
ing at the same rate as inventories. Simultaneously a renewed high level of 
Federal government spending was inaugurated, resulting in a Federal 
deficit of $12,500,000,000 for the fiscal year ending June 1959. 

Correlation between Prices and Failures 

The tendency toward an inverse correlation between the level of whole- 
sale commodity prices and the number of yearly business embarrassments 
is a natural one. A substantial number of the approximately 2,600,000 ac- 
tive commercial and industrial business enterprises of the country, prob- 
ably 20 or 25 per cent, are marginal enterprises. Some were organized with 
insufficient capital, some have taken losses for several years, some have paid 
excessive salaries, declared excessive withdrawals or dividends, some hav'c 
incurred heavy liabilities, or carried inflated receivables. A moderate ail- 
ment will eliminate many of these marginal concerns from the circle of 
business competition. Conversely, any factor that will assist, ever so 
slightly, in turning a loss into a break-even operating statement acts like 
so much oxygen administered to a sick person: if enough oxygen is given, 
he might recover. 

No one factor has such an immediate effect upon the well-being of a 
business enterprise as the level of prices of the raw material a manufactur- 
ing concern uses or the level of wholesale prices of the products a whole 
sale or retail concern handles. If the general level of prices of the products 
a concern is handling goes up, its own selling prices can be raised and an 
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unexpected profit thereby obtained on the inventory purchased at lower 
pnces and already on hand To a marginal enterprise, balanang itself on 
the brink of uncertainty, that means renewed vigor and a somewhat 
stronger lease on life Conv crseJ) , w hen pnces fall, the in\ entory on hand 
must be marked low er m order to be sold competmvel^ , a loss is taken in 
that \ ery process, a process that ends only in obh\ ion for many marginal 
concerns That is how the level of wholesale commodity' pnces empha 
sizes the incapacities of operating managements Businesses that are guided 
effiaentlj bj skilled executive staffs, which keep Labilities, fixed assets, 
and mventones within reasonable bounds, take the rise and fall of pnces in 
the same powerful stride In occasional jears, losses are assumed, but such 
concerns never become financially embarrased 

LOSSES ON LOANS AND DISCOUNTS 

In the past there ma^ have been occasional y ears in the banking history 
of the Umted States in which no banking institution closed its doors oi 
became financially involved These years have been interspersed with 
others like 1837, 1893, and 1933, when hundreds of banks, through loose 
management, speculauve investment policies, and the extension of un 
sound loans, have lost their stockholders money and were able to return 
to depositors only a poraon of the funds entrusted to their care Bank 
ing institutions have suffered over the years from incompetent and inex- 
perienced managements, )usi as have commercial and industrial business 
enterprises 

In the critical years, substantial losses of commercial banks and trust 
compames have naturally been concentrated at two points (i) losses on 
mvestments and (2) losses on loans and discounts Both have been sources 
of fundamental trouble, but of the two, the amount of the losses on loans 
and discounts has been the greater 

Losses on loans and discounts may be broken dow n into three parts, 
as follows 

1 Losses on loans and discounts which had been granted only after 
thorough credit investigations and analy ses 

2 Losses on loans and discounts which had been granted on inadequate 
credit information and analy ses 

3 Losses on loans and discounts granted by high officials of banking 
insatuaons to personal friends, to concerns in which the offiaals might 
have had some near or distant persona! interest, or to affiliated concerns 
of the bank itself 
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Where Thorough Investigations and Analyses Are Made 

Losses on loans and discounts granted only after what seemed to be 
thorough credit investigation and analysis would represent the normal 
losses and the normal risks of transacting a commercial banldng business. 
Suppose, for example, a loan of $200,000 had been extended, after a thor- 
ough investigation, to a well-established mill engaged in manufacturing 
woolen carpeting. The management had earned a reputation for manu- 
facturing ability and had carried on operations successfully for fifteen 
years, but unfortunately, through a lack of vision, had failed to develop a 
product that could compete with woolen and synthetic materials. In this 
situation an operating loss was taken during the first six months of the 
year in which the loan of $200,000 had been granted. Notwithstanding 
this fact, dividends were paid to stockholders before the management 
realized that the final yearly operating loss would be substantial. At the 
end of the year the loan extended by the bank had become frozen, and in 
the reorganization that ensued, the bank received $.70 on the dollar for its 
claim. The banker who had granted the loan, not being in close touch 
with the manufacture of carpeting, had failed to realize the extent of the 
competition with new materials. He had also failed to examine the budgets 
of the mill during the early months of the year and to ascertain how 
actual operations were turning out in relation to budget forecasts. The 
profitable operations of the mill for fifteen years and the banker’s personal 
high regard for the management had lulled him into a sense of complete 
security. 

Where Inadequate Investigations and Analyses Are Made 

On the other hand, losses on loans and discounts granted on inadequate 
information and analysis will always be large. The failure to ascertain 
that other banks are granting loans, possibly on a secured basis, that work- 
ing capital is inadequate to pay trade bills promptly or by discount, that 
funds are being used to finance subsidiary or affiliated units, that accounts 
receivable contain a substantial amount of bad debts, will result onl} in 
greater losses and smaller profits to a bank. The only remedy is more 
training in the investigation and analysis of credit risks, in the realiza 
tion that every avenue of pertinent information must be followed up, and 
in the study and interpretation of balance sheets, operating figures, surplus 
accounts, trial balances, and budgets. Conscientiousness will go a long w a) 
to overcome inexperience. 
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Where Borrower Is Closely Affilieted with Bank 

Loans and discounts granted to business enterprises in which bank di 
rectors or officials have substantial interests, or to borrowers closely con- 
nected with the management of the bank, will always be a basic cause of 
some losses unless there is an earnest effort to investigate these loans with 
the same thoroughness to which other loan requests are subjected - 

Every avenue of information must be explored with special care m the 
evaluation of credit risks of this character No borrower affiliated closely 
with a bank should be given more credit by that bank than he could obtain 
from any other well-managed bank with a sound loan program The gravest 
situation that can confront a bank is the use of its own money to excess 
by those closely connected with the bank or interested in ir A request for 
a loan where social, personal, or other than strictly business considera 
tions enter, also demand the most thorough study Loans to directors^ of 
a bank or to concerns m which the officers or directors are financially in- 
terested should, therefore, be investigated and analyzed with even more 
than normal care, judiciousness, and conscientiousness 

BANK SUSPENSIONS 


Bank Holiday of 1933 

On February 14 1933, the Goternor of the State of Michigan declared 
a bank holiday, and Maryland followed on February 25 On the very same 
day Congress passed a joint resolution authorizing the Comptroller of the 

is suggested that students of this subject read the records m connection Mith 
the closing of the Bank of the United States m New York City m December 1930 
and also the comprehensive report of the Senate Committee on Banking and Cur 
rency on the Investigation of uankmg Operations and Practices made pursuant to 
S Res 84, Seventy-second Congress and S Res 36 and 97, Setentj third Congress 
(Report 14J3, of the Seventy third Congress, Second Session, 1934 ) The invesu 
gallons made following the closing of the Bank of the United States indicate the 
extent to which bank affiliates at times have made use of the funds of a banking 
institution to the ultimate Ios» of the bank, while the report of the Senate Committee 
on Banking and Currency analyzed other, somewhat less vulnerable, banking situ 
ations in New \ork Qty, Detroit, and Oeveland at the time of the banking mora- 
torium 

“The Banking Act of 1933 (Sec ug) provides that no executive officer of any 
member bank shall borrow from or otherwise become mdebted to any member bank 
of which he IS an executive officer, and no member bank shall make any loan or 
extend credit m any other manner to any of its own executive officers The act 
further provides that, if any executive officer of any member bank borrows from or 
becomes indebted to any bank other than a member bank of which he is an executive 
officer, he must make a written report to the chairman of the board of directon of 
the member bank of which he is an executive officer, stating the date and amount of 
such loan or indebtedness, the secun^ therefor, and the purpose for which the 
proceeds are to be used 
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Currency to exercise such powers over national banks in respective states 
as the state officials were exercising over state banks. On Saturday March 
4, the Governor of the State of New York proclaimed March 4 and 
March 6 bank holidays, and similar actions were then taken in other parts 
of the country. If banks outside of New York City could not draw upon 
their correspondents in the money center of the country, what chance 
did they have to remain open.? Thus by March 4 the banks ’in most of the 
states were either closed or operating under restrictions. The entire situa- 
tion was brought to a head on Monday, March 6, 1933, when the President 
proclaimed the national “bank holiday,” under which banks were not 
permitted to pay their debts or to allow withdrawals during a specified 
period of time.^ 


Comparison of Bank Suspensions with Business Failures 

During the years from 1898 to 1920 and from 1934 to 1958, the yearly 
percentages of the banking institutions suspended were appreciably smaller 

philosophical sidelight to this interesting episode in our economic histor>' is 
given by Thurman W. Arnold, The Folklore of Capitalism (New Haven: Yale Uni- 
versity Press, 1937), pp. 142-3. “Late in 1932,” he wrote, “I attended a conference 
in New York assembled by a gentleman of some prominence in the bank world, 
who foresaw in November the impending collapse of our banking system, which 
finally took place the next March. It was a small group of bankers, economists, and 
latvyers. The meeting was conducted in an atmosphere of intense gloom because 
everyone was convinced of two things; (i) that a collapse of the banking structure 
was imminent, and (2) that some drastic preventive measures were needed. On the 
question of the particular measures needed, no two men of the group agreed. Every- 
one saw dangers in everyone else’s plans. The meeting ended in complete disagree- 
ment, as all meetings ended in those troubled times, no matter who attended them. 
Everyone, however, agreed with the statement of a prominent lawj'er, who said, ’My 
mind fails to function when I think of the extent of the catastrophe that will follow 
when the Chase National Bank closes its doors.’ I returned to New Haven much 
depressed and saw Professor Robinson, who remained quite unaccountably cheerful 
about the whole situation. I said: ‘But you don’t seem to realize that there is a crash 
coming.’ He replied, ‘Did any of these experts specify in any concrete terms what 
human beings would do when the crash occurred.-’ I admitted that they had not 
done so. He asked: ‘Do you think that when the banks all close people will climb 
trees and throw coconuts at each other?’ I admitted that this was a little unlikely 
but that a bank crash of this magnitude certainly sounded like rioting and perhaps 
like revolution. Professor Robinson replied: ‘1 will venture a prediction as to 
exactly what will happen. When the banks close, everyone wUl feel relieved. It will 
be a sort of national holiday. There will be general excitement and a feeling o great 
interest. Travel will not stop; hotels will not close; everyone will have a lot ot tun, 
although they will not admit that it’s fun at the time.’ Months afterwards I 
to be in New York on the day that all the banks did close. I was amaze at 
accuracy of Professor Robinson’s diagnosis. I had very I'tde cash but was able to 
give checks at hotels for food and lodging without any difficulty. 
excited and interested. They had something to think about and talk a ou • , 

great emotional release. Space doesn’t permit me to go into the reasons . 

Robinson gave for this guess. It was, however, among all the pre ic 
heard about the impending crash, the only one that was accurate. 



604 MAKING THE LOAN 

than the yearly percentages of commerCTal and mdustnal business failures 
From 1921 through 1933, however, die tables were turned and the vearh 
percentages of bank failures were maienallv greater The record of bank 
suspensions, morem er, is unusual in that, whenei er an epidemic of chronic 
bank diseases has sw ept the land, the yearly percentage of suspended bank 
mg institutions has jumped up hke a jack m the box, exceeding the maxi 
mum percentage of busmess failures m no small wa) 

For instance, m 1878, i 55 per cent of all activ e industrial and commer- 
cial concerns failed, the largest percentage on record, as compared to 
I 54 per cent m 1932 In 1933, howeier, 27 5 per cent of all bank's had 
suspended, as compared to 7 6 per cent m 1932 and 6 7 per cent m 1893 
These percentages compare rather poorJj with the failures of busmess 
enterpnses The concentration m suspensions dunng penods of wild finan 
cial or economic gy rations has been prominent throughout our national 
economic historj Between 1930 and 1933 that concentration broke all 
known records The climax was reached in 1933, with 4,004 suspensions 
involving deposits of $3,598,975,000, but onl) after 1931 and 1932 had 
already taken an immense toll of banking failures The heightened effect 
of the epidemic chat spanned these four years is clearly reflected m 
Figures 146 and 147 

In recent years bank suspensions base been rather nominal, decreasing 
rather steadily from fiftj-nine in 1937 to one in 1944, 1947, and 19^0, and 
none m 1945, 1946, and 1948 From 1941 through i960 the )eatl) suspen 
sions have represented less than one tenth of 1 per cent of the actiy c banks 
The aggregate deposits of suspended banks since 1935 base ranged from 
a high of $34,980,000 m 1939 to a low of none in 1945, 1946, and 1948 
From 1941 through 1960 the aggregate deposits of suspended banks have 
represented less than one one hundredth of i per cent of the aggregate 
deposits of all banks 

In 1933, when 27 5 per cent of the banking mstitunons of the counm 
had suspended, their deposits represented onl^ 9 48 per cent of the deposits 
of all banks A somewhat similar relationship (i c , the percentage of 
deposits in suspended banks to all deposits w as smaller than the percentage 
of the number of suspended banks to all banks) existed in each of the ^ ears 
from 1911 to 1945, coycred in Figure 146, but the contrast is particularly 
eyidentm 1930, 1931, and 1932 In other words, the smaller banking uisti 
nitions m the smaller ciues and towns were apparently the more vulner 
able The fact that non member banl^ ha\e been the more vulnerable is 
disclosed by the table of suspension in Figure 147, prepared annually by 
the Board of Governors of the Federal Reserve System, from 1934 
through 1958 
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In this table the number of bank suspensions and their aggregate deposits 
are classified as national and state banks that are members" of the Federal 
Reserve System, and as insured and non-insured banks that are not mem- 


Figure 146 Bank Suspensions and Their Deposits Com- 
pared with Number of All Active Banks and Their Aggre- 
gate Deposits { 192 ^- 1 ^ 60 ) 



AU Reporting Banks 
June 30, 1923-1937 
Dec. 31, 1938-1960 

Banks Suspended 

Percentage 
Suspended to All 
Reporting Banks 


Number 

Deposits 

Number 

Deposits 

Number 

Deposit 



(000, 000 


(000 omitted) 





omitted) 





1923 . 

. . 29. 833 

$ 40,688 

646 

$ 149.601 

2. 1 

0 37 

1924. 

. . 28,806 

45, 835 

775 

210, 151 

2 6 

0 46 

1925 . 

. . 28, 257 

49, 224 

618 

167, 555 

2. 1 

0 34 

1926. 

. . 27,367 

50, 155 

976 

260, 378 

3 4 

0 52 

1927. 

. . 26,416 

52.909 

669 

199. 329 

2 5 

0 38 

1928. 

. . 25.576 

56.766 

499 

142, 680 

1 9 

0 25 

1929 . 

. . 25, no 

53. 852 

659 

230.643 

2 6 

0 43 

1930 . 

. . 23,852 

54,954 

1, 352 

853,363 

5 6 

1.55 

1931. 

. , 21,903 

51, 782 

2.294 

1.690.669 

10 5 

3 27 

1932 . 

. . 19.046 

41,963 

1,456 

715,626 

7.6 

70 

1933 . 

. . 14,519 

37, 998 

4,004 

3.598,975 

27 5 

9 48 

1934 . 

. . 15,835 

41, 870 

57 

36,937 

0 3 

0 09 

1935 . 

. . 15,994 

45,766 

34 

10.015 

0.2 

0 02 

1936. 

. . 15,752 

51. 335 

44 

11. 306 

0 3 

0 02 

1937. 

. . 15, 527 

53,287 

59 

19, 723 

0 4 

0 04 

1938, 

. . 15,265 

61,907 

56 

13, 837 

0 4 

0 02 

1939 . 

. . 15.096 

68. 566 

42 

34,980 

0.3 

0.05 

1940 . 

, , 14,956 

76,407 

22 

5,944 

0.2 

0 01 

1941 , 

. . 14,885 

82, 233 

8 

3. 723 

* 

♦♦ 

1942. 

. . 14,722 

100,265 

9 

1,702 

* 

** 

1943. 

. . 14,621 

118, 336 

4 

6. 300 

* 


1944 . 

. . 14,579 

142, 310 

1 

-J05 

* 


1945 . 

. . 14,598 

166 . 530 

None 

— 

— 

— 

1946. 

. . 14,633 

156, 801 

None 



— 

— 

1947. 

. . 14,755 

162,728 

1 

167 

♦ 


1948. 

. . 14,735 

162, 041 

None 

— 

— 

— 

1949 . 

. . 14,705 

165, 244 

4 

2,443 



1950. 

. 14, 666 

175, 120 

1 

42 

♦ 


1951. 

. . 14,636 

186, 603 

3 

3. 113 

» 


1952. 

. . 14,596 

196,431 

3 

1,414 



1953 . 

. . 14, 538 

201,978 

4 

44, -312 


0 02 

1954 . 

. . 14,388 

212,030 

3 

2. 880 

* 


1955, 

. . 14,265 

221,391 

4 

6,498 



1956. 

. . 14, 188 

228, 579 

3 

11. 881 

♦ 


1957. 

. . 14, 103 

234, 178 

3 

12, 869 

* 


1958. 

. . 14,034 

251, 331 

6 

6,287 

* 


1959 . 

. . 13,984 

255,486 

3 

2,048 

*: 


1960. 

. . 13,971 

266, 884 

2 

7,987 

* 



‘Less than o.i per cent. 

“ Less than 0.0 1 per cent. 

bers of the Federal Reserve System. In 1934, 84.2 per cent of the suspended 
banks— that is, forty-eight out of fifty-seven— were non-insured, inv oh ing 
$34,985,000, or 94.8 per cent of the aggregate deposits of the suspendc 
institutions. In 1945, 1946, and 1948 there were no bank suspensions. In 
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four of the jears from 1947 to i960, the number of insured banks that 
suspended exceeded the non-insnred, m seven years the number of non- 
insured banks that suspended exceeded the insured, and m three years the 
numbers were identical 

From 1934 to 1944 the concentration of bank, suspensions was in 
insured non-member banks Of the 377 bank suspensions between 1934 
and i960, 233, or 61 8 per cent, were insured non-member msatuDons, 
1 10, or 29 I per cent, non-insured non-member, 27, or 7 per cent, national 
member, and 8, or 2 i per cent, state member banks. 

Figure 147 Bank Suspensions Qassified as iMembers and Non- 

Members to the Federal Reserve System, and Insured and Not 
Insured {1934-15^0) 



Fundamental Causes of Suspensions 

A moderate percentage of all bank suspensions is caused by criminal 
actions, such as defalcations and fraud There is no doubt, how ever, that 
the fundamental causes over the jears have been mefficient credit mvesD- 
gation and analysis, resulting m the extension of loans that subsequenth 
become frozen, the attempt to earn an mcome above the market b\ the 
purchase of inv estments that yielded a return higher than the av erage, as 
already emphasized in this chapter, the extension of loans to officers and 
directors, to concerns m which the officers and directors had a direct 
finanaal interest, and to subsidianes and affiliates of the bank itself, an 
inadequate knowledge of costs, too small a capital structure, and possiblj, 
at ernes, the chartenng of too imay banks m a single commumt}% 
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LIQUIDATION OF SLOW 
LOANS AND WORKOUTS 


“If I HAD BEEN A LITTLE LESS SEVERE IN MY REQUIREMENTS IN 
making loans during the first ten years of my banking experience, I could 
have made several thousands of dollars of additional income for my bank. 
The speaker was a western banker with forty-eight years of banking 
experience, who was reminiscing with half a dozen men who, like himself, 
had brought banking facilities to their respecdve communities in the 
early days of the wide open spaces. Those were the days when a tent, a 
kitchen table, an old grocery store safe, and a Winchester were standar 
equipment for the establishment of a bank.^ This pioneer westerner had 
operated his bank conservatively from its opening day. Now, as he looked 
back over almost half a century, he felt that his loss ratio on oans 
been too low during the early years of his experience. In order to bnng 
that little bank through its first decade, he had had no scruples about 

declining loans, which he now felt he should have ma e. „n:f,:pnr 

Every banker who seeks to render the most complete an 
service to his customers and to his community and w o vas es o 
adequate return for his stockholders must keep as large a percen g 
loanable funds at work as he reasonably and safely can. This 
implies the assumption only of those risks that experience ^ 
knowledge of credits dictate. It also implies the certainty 
be some slow loans, some partial losses on loans, an some p 

■ Often no state laws, reserves, or specialized banking taowledg^earra^^^ conscrva- 
promoter’s activity. A strong physical constim o , country where men wmc 

tiveness were the desirable, valuable attri u . inremal improvements and for 
pioneering, the demand for easy credit to be us constant and relentless conflict 
speculation in new lands and new enterpryes was m constant 
with the demand for safe banking mstitunons. 
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per cent losses I here wiW be some Inismcss cmcrpr>«a to wbicli loam will 
be made Nshjch wxW be osetburdened v.uh slow assets some wil! hist 
Urge, high pneed mscniorics m the face of declining conimodirv marLcts- 
and otlicrs uill become temporanh o' permancntlv embarrassed because 
the active management has faded to anticipate clian4es in stjlcs, habits, 
customs processes and politics Ihesc problems of operations were dc 
scribed and analpcd in Oiapicr\\lll and Will 
Tlie headaches of imsincss often rcijuirc the commercial banVer to 
discharge the functions of a doctor llic banUr must render all possib’e 
assistance to a distressed I usmess so that the bank s loan w ill lie w hollt or 
partU repaid Ihs stewardship of his depositors funds and of the invest 
mentsof Ins own stockholders necessitates tinreimmn" diligence He must 
if possililc save an embarrassed btivmcss for its ovv-nerv, its cmplovces, and 
thecommunit) as well av for his bank If the ti ncern »s m gencralU sound 
financial condition with adequa c reverses ius task ma\ not !>e difficult If, 
however the financial con htmn has i>cen grcatlv weakened or if the man 
agement declines to ukc the steps tlut a tlio'oUph financial and industrial 
anahsis indicates are ahsoUitclv cwential to strengthen the Imsinevs. his 
responsibilities mas be exceedinglv ditficuh to discharge 
Thedaj b) dav routine of making the inajontv of bank loans. c<pecia!l> 
dunng a period of pftispentv niav n n seem to afford much eratemenr 
Tliere is nothing dull however alKiut a loan that lut gone 'sour" 
Although no banker anticipates anv thnll in working out an involved busi 
ness situation m vs Inch he has a slow loan and ptAsililv a lo«, such an 
wpcncncc mav ncvcnliclcvs call mic the most ainstruaivc inccnuitv he 
possesses It IS one (lung to conduct a banking relationship with a liuvincss 
enterprise operating smoothiv and profitably it is quite another to conduct 
the same relationship with a concern ihit is making desperate efforts to 
keep afloat The financial diffiaihics of borrow ers pros ide the banker with 
illuminating if harrow me cipericnccs, but as a result of ihcni, he is l>ctter 
iVit to ctronv^i \ws cnvtomcTS m swcccedin" jears and to assist t^cm in 
avoiding unsound policies and praciiccv 
At this point It mav be well to point out that a goo<l banker aas as 
financial comulant to lus commercial emtomen even when thc> arc not 
borrowing rrequenth sound advice pven before a difficult situation 
develops proves far more valuable than the granting of loans afterward 
It, therefore, behooves the banker to gam the confidence of lus customers 
by encouraging frank discussions of financial statements dunng non 
borrowing periods \i other times tt maj prove more helpful to the cus- 
tomer, his creditor, and the bank to refuse a loan vi hen conditions show a 
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consistent decline, apparently due to mismanagement that ignores sound 
advice. 


PROCEDURES FOR COLLECTING OVERDUE LOANS 

When a borrower becomes unable to pay his loan at maturity, various 
courses of action are open to the banker. The borrower may be in tem- 
porary difficulty or he may be hopelessly insolvent. Between these two 
extremes there are obviously many different types of financial difficulty. 
If the borrower has merely experienced a temporary decline in sales, so 
that he is unable to retire a current loan, a simple extension of the obliga- 
tion for a short period may provide the solution. Even when the extension 
operates for a year or two, no major problem may be involved, if the 
debtor is able gradually to retire his old debt, possibly with the aid of 
limited new loans for the current operation of the business. 

If, however, the borrower’s affairs have reached a hopeless condition 
and an extension of the obligation would be of no obvious help, then the 
banker may choose any one of five other procedures, graduating from 
persuasive to forceful action: a creditors’ committee may be organized to 
oversee the operations of the business; a composition settlement may be 
offered and accepted; an assignment may be made for the benefit of all 
creditors; an equity receiver may be appointed; and finally the debtor 
may be adjudicated bankrupt. The remainder of this chapter will cover 
specific banking situations, in which each of these six steps has been taken 
to work out or to wind up the affairs of financially involved concerns. 


Extensions 

The least drastic method of handling the banking relationship with a 
concern that cannot meet its note at maturity is to grant an extension. If a 
thorough investigation indicates that the borrower is in fairly good finan- 
cial condition and needs the funds because of somewhat enlarged activity 
or a slower season, the loan invariably is renewed. If, however, there are 
indications that its affairs are not in healthy shape, that additional in\ ^t- 
ments in fixed assets have deprived the concern of adequate working 
capital, that losses have been assumed on inventories, that the receivables 
include substantial amounts of bad debts, or that excessive overhead has 
turned profitable operations into losses, then a decision must be carefull) 
weighed as to what procedure would be the most e.xpedient. 

If the banker decides that adequate protection remains for his loan, t at 
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a simple change in operating policj \vill correct the difficultj , or that he 
has a better chance of being fully repaid if he grants an extension on the 
outstanding loan, then he grants it the payment of the note is legally 
postponed to some future date This procedure is most favorable to the 
debtor He is granted whate\er benefits may he obtained bj the extra time 
without any sacrifice on his part Generally, although not ahvajs, exten 
sions are granted sv here the financial condition of the business is obviousI\ 
out of line, but appears to be remediable in reasonable time When a 
situauon has not been worked out during the initial or supplementar) 
extensions, other plans are followed leading m extreme cases to complete 
liquidation of the enterprise 

Creditors Committee 

When the problems of a distressed business maj be successfully adminis 
tered without resort to the couns— that is, when the financial condition 
IS extended but not senously impaired— and when there are several credi 
tors with important amounts mvoKcd the creditors may appoint a com 
mittee from their number to oversee the operaaons of the business with 
CO operation from the management In cases where several banking insti 
tutjons are the pnmary creditors, they may at times find it desirable to 
advance the funds necessary to pay all trade obligations and to co operate 
with each other and the borrower to work out a solution Smaller 
committees are often able to operate more expeditiously than larger 
ones 

Generally the chairman of the committee works m an intimate advisory 
capacity with the management, more closely than m the case of a simple 
extension Occasionally, if the management cannot be trusted to inmate 
and to carry out revamped operating poliacs some individual, either a 
member of the committee or someone outside it, may be placed in acove 
charge of the business The organization, operating policies and manage 
ment are changed to the extent necessary to correct those conditions that 
precipitated the difficulties Sometimes the changes are material involving 
the liquidation of subsidianes and the sale of plants At other times adjust 
ments are relatively minor, such as the institution of a less liberal credit 
policy and a more systematic collecaon procedure The creditors mav 
arrange to extend old debts and advance new funds necessary for current 
operation If all debts are finally retired the business is returned to the 
owners If the situation docs not work out so favorably, a receivership 
or bankruptcy might eventually be necessary The use of creditors’ com 
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mittees has developed largely since World War I as a practical, inexpen- 
sive, and unofficial way of solving business difficulties. ' ^ 

Where two or more creditors agree among themselves and with the 
debtor to an extension, there is deemed to be adequate consideradon to 
support the promise of each creditor. When such an agreement has finally 
been made, no one of those particular creditors has the legal right to 
demand payment before the expiration of the extended time without the 
consent of all the others and the debtor. No creditor can be compelled 
to sign, but the agreement is binding on all who do sign it. For this reason 
small creditors are often paid off in full to prevent bankruptcy proceedings 
by non-assenting creditors. 

Little persuasion is needed to induce creditors to enter into extension 
agreements or to join a creditors’ committee. Creditors, as well as bankers, 
are vitally interested in the solvency of their customers and their con- 
tinuance in business. When a receivable has been considerably past due 
because of financial difficulties, the creditor has little to lose and much 
to gain by joining others in helping his customer. Undoubtedly his loss 
has been partially or entirely charged off and in any case, because the 
goods sold for more than they cost, it would not be as severe as the bank’s 
loss; also, the amount creditors will receive in a forced liquidation is never 
certain. 

To illustrate the junctions of a creditors' comnnttee: The Jaxon 
Jewelry Company, Inc., was established sixteen years ago. The concern 
had been organized to wholesale a general line of jewelry, watches, silver- 
ware, and diamonds, but gradually the field of activity was expanded to 
include the manufacture of fraternity jewelry, rings, and flat silverware. 
The principals, who devoted all their time to the business, were substantial 
stockholders. Through years of experience they seemed to be well qualified 
to handle their various departments economically. 

In common with other dealers in luxury merchandise, the business v'as 
materially affected by a severe business recession. Not only did the volume 
of annual sales shrink, but it was becoming a difficult problem to collect 
the receivables from retail jewelry stores throughout the Middle West 
which likewise were feeling the effects of increased unemployment, wage 
cuts, and dividend reductions. The banks that shared the account had 
been liberal in extending credit. Quite suddenly they now found them 
selves in the position of having a badly frozen loan on their books. 
thing considered, the immediate outlook for the enterprise was not at a 
optimistic. As the recession metamorphosed into a depression, sales con 
tinued to drop and operating losses brought on a situation that to some o 
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the creditors seemed to warrant onlj one course of action, the complete 
liquidation of the business Oeditors recognized that while there was a 
sizable amount of gold sih er, and platinum that could easilj be realized, 
the major portion of the mtentorj was of a slow moving character, such 
as watches and manufactured jewelr\ 

The management etidenced e\er\ desire to co operate and voluntanh 
curtailed withdrawals for salanes to an absolute miiumum The\ exerted 
their best efforts to make colleaions upon receivables They also en 
deavored to reduce the imentorj m line with the steady reduction in 
volume without sacnfiang too much of intnnsic value The emplovces 
accepted wage reductions without a murmur, and ultimately the manage 
ment had to dispense with the services of those not vitallv necessary to 
the continued operation of the business 

The banks had long since secured the guaranrics of the principals on 
the loans of the concern Finally, a meeting of creditors was held in the 
office of the pnmarv bank creditor to dcode upon a course of action 
Twelve of the lesser creditors were disposed to force liquidation, since 
at the time there appeared to be no prospect of break even operauons 
and further losses would serve only to minimize the possibibty of obtain 
ing complete recovery of the advances A creditors committee of seven 
members consisang of two bankers and five credttmen from merchandise 
suppliers, vv as organized in y ear E to consider and to decide upon a course 
of action The banker w ith the larsesr amount at stake and w ith the most 
mamate knowledge of the situation ulomately prevailed upon the others 
to go along for one more v ear with the understanding that all creditors 
would be kept m close touch with the developments and that monthiv 
figures w ould be submitted to them 

Figure 148 gives comparative balance sheets for an eight year penod set 
up as 100 per cent financial statements This schedule shows a steady 
decrease m net vv orking capital and net sales from y ear H through y ear E. 
fferw een these y ears the net vv orking capitaf cfecreased from 49 98 to 4 1 86", 
and the net sales from 108 20 to 64 11, a noticeable and effective drop of 
40 per cent. The financial condition of the enterprise was becoming more 
and more extended During the same penod merchandise show ed a fairly 
steady increase as sales fell off, while current liabilities reflected some 
fluctuation, but with a general upward tendency Operating losses were 
taken in each of these four y cars 

In year D a moderate change occurred, and in this y ear the extension 
agreement expired A loss but a smaller one, w as sustained At the same 
time a modest improvement vv as showm by the increase m the net w orking 
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capital from 41.86 to 45.05 and in the net sales from 64.11 to 81 61 The 
net sales were the greatest since year H. Moderate progress was beine 
made. The plan of continuing, rather than liquidating, tht business an 
patently was bearing fruit. ^ ap- 

Another meeting of the creditors was then called. In view of the 


Figure 148 Comparative 100 Per Cent Balance Sheets for the Taxon 
Jewelry Company, Inc. (years ended February 28, jp-) 


THE JAXON JEWELRY COMPANY, INC. 

Comparative ZOO Per Cent Balance Sheets for Years Ended February 28, 19 
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16.01 

25.74 

26.74 
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effective sales aggressiveness and the increase in net working capital, the 
creditors unanimously decided without a great deal of discussion that the 
same arrangement could be extended for another full year. According!} , 
the committee went to work to see if progress could be speeded up. 

During year C the primary bank advanced a moderate amount of addi 
tional money on the assignment of current receivables, to enable t te 
concern to take advantage of discounts in the purchase of merchan ise. 
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The figures at the end of jear C disdoscd a further recover) Net sales 
had increased to 10954, greater than for year H Net working capita] 
continued on an upw ard trend current liabibties w ere reduced, and the 
net loss for the jear was nominal The frozen condition of two jears 
previouslj, A\hen manj of the smaller creditors had been anxious to 
liquidate the corporation, had gradually been turned into a fairly hquid 
condmon The concern, how e\ er, was not entirely out of the w oods and 
the creditors’ committee cononued to obtain monthly figures and to 
follow all operatmg policies 

The figures for jears B and A cononued to disclose progress Ever) 
member of the creditors’ committee endorsed the principal bank’s pro- 
gram, and each ) ear a formal extension was made of the remaining frozen 
indebtedness In )car B net sales |umped to 132.44, double the sales for 
)ear E, when discouragement had been so rampant. 

The figures for the end of tear A showed the final recot ci) The 
largest net sales in the histor) of the business w ere handled, operanons 
again were profitable, a fair net working capital had been built up, and 
a healthy trend m affairs was clearl) evident The concern was now 
responsible for its reasonable credit requirements The creditors’ com 
mittee was toluntanly discharged The confidence of the pnnapal bank 
had been completel) tindicaced and the expenence gained in weathenng 
this particular financial storm undoubtediv would result in more careful 
operaoon b) the management m the future Again eveiyone was happ)- 
the owners of the business, the bankers, the merchandise suppbers, and 
the landlord 


Composition Setllemenl 

Occasional!) a debtor realizes that his situation has become rather hope 
less and opens negomtions with his creditors to pay them a percentage of 
his obbganons, such as $ 30 $.60, or $ 80 on the dollar TIus percentage 
he wishes to be accepted as p3\ ment in full This procedure is known as 
a composition settlement. Such a settlement constitutes a discharge or 
release from obbgaaons due to all agreeing creditors, not by the opera 
aons of the law, as in the case of bankniptC) compositions, but through 
mutual consent and consideration Common law compositions arc more 
widel) used m the cutting up divisions of the textile trade than in an) 
other division of industr) Negotiations leading up to a composition settle 
ment are generally opened by the debtor, although occasionally the inim 
tive is taken by a creditor 
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Obviously, where a thorough investigation indicates that a situation is 
hopeless, an extension of indebtedness would merely postpone more drastic 
action, and in the meantime, assets would be further dissipated. If real 
improvement cannot be made toward profitable operations, an e.xtension 
of time would be basically unsound. There are naturally differences of 
opinion among creditors as to whether a situation is absolutely hopeless 
or not. Generally, however, the creditors who have the most at stake 
make the final decision as to what action will be taken. 

Whenever a banker is confronted with a situation of this kind, there are 
several factors that he must carefully consider. Has every effort been 
made to obtain an accurate picture of the borrower’s financial condition? 
Does the offer actually represent all the borrower can pay? Is the bor- 
rower honest and doing everything possible to discharge his obligation? 
In general, an honest offer of a composition settlement from a distressed 
concern may work out better for the banker and for the merchandise 
creditors than the complete liquidation of the business. Liquidation may 
mean the sale of the assets at considerable expense and at a greatly 
reduced price. 

Before accepting any compromise settlement, the banker should first 
take the precaution of having the borrower sign both the financial state- 
ment submitted to substantiate the compromise and an agreement to 
reinstate the entire debt should later developments show additional assets 
not disclosed on the statement. The borrower should also present for 


evidence copies of his income tax returns for the previous three years. 

A composition settlement is an agreement by creditors to accept a lesser 
amount in full settlement of their claims. Composition settlements are 
easily arranged and carried through if the bank is the only large creditor 
or one of a very few creditors who agree upon a definite program. If, 
however, there are a large number of creditors, several of whom are 
dissatisfied with the suggested settlement, who believe that a larger offer 
should be obtained, or who believe affairs could be worked out with some 
extension, the situation becomes more delicate and more difficult. A com- 
position settlement is often effective without loss of time, inexpensive, 


and extremely practical for creditors as well as for the debtor. 

Some composition settlements are made with cash payments in full and 
some with cash and notes, the notes generally maturing during the suc- 
ceeding one to three years. Occasionally a concern is unable to meet its 
notes given in a composition settlement and becomes im ol\ ed v ith 
creditors before the initial embarrassment has actually been worked out 
To illustrate a composition settlement: The Acron Company, Inc., la 
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been engaged m the manufacture of aluminum cookng equipment for 
eighteen years Operations had been uniformly successful until five y ears 
ago Then the demand for its products fell off The president and largest 
stockholder in the corporation, one Harold T Frank, at the time was well 
along in jears He was highl). regarded, and active in civic and philan 
thropic affairs m his community and had given large sums to local chanties 
About three years ago Mr Frank became financially interested m a new 
side venture This venture developed into a complete failure Mr Frank 
had had such implicit confidence m the active management of this con 
cern that he had borrou ed $50 000 personally from his bank to provide 
working capital for it To secure this particular bank loan, he had pledged 
his entire common stockholdings in the Acron Company, Inc 
In the meantime the affairs of the Acron Company, Inc, had also 
become somewhat involved as a result of substantial operating losses To 
make matters worse, the enterprise was no'Ionger able to meet interest on 
a bond issue on its plant, and accumulated dividends on its preferred stock 
were three years m arrears The corporation had finally reached the point 
were money was required to meet payrolls and to make payments on 
past due merchandise bills At this point the report of the auditors and a 
study of the budgets prepared by the comptroller clearly showed that any 
new bank credit that might be extended could not possibly be repaid, 
unless there was a decided improvement in operating policies Moreover, 
the defaulted bond issue was a threat which might put the corporaaon 
out of business at any time If the concern went out of business, the loan 
the bank had made to the owner, secured by the corporation’s common 
stock, would, of course, be absolutely worthless The entire situation 
looked about as dark and dismal as possible 
What should the banker do m such a situation’ Should he loan addi- 
tional funds to the corporation and take the risk of a further loss, or 
should he allow the situation to run its natural course’ In the latter event 
the bank would have a total loss on its loan At this stage the banker made 
a thorough personal analysis of the business There seemed to be little 
prospect of salvaging the loan first, because of the precarious state of the 
business itself, and, second, because the common stock that the bank held 
was junior not only to the defaulted bond issue but also to preferred stock 
on which dividends were in arrears, so that any ultimate \ alue in the col- 
lateral appeared to be extremelj doubtful 
To protect the interest of his bank as long as possible, the banker sug- 
gested that a business consultant who had worked out se\ eral situations 
for the bank be elected to the board of directors The consultant was im- 
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mediately elected to the board. The new director then made a compre- 
hensive, independent analysis of manufacturing operations and merchan- 
dising methods. As a result of his analysis, he offered a rather ingenious 
suggestion. In view of the splendid reputation of Mr. Frank in his com- 
munity and the loyalty of his employees, he believed that most of the 
officers and some of the more important department heads might be 
willing to come to the rescue by using a part of their salaries to purchase 
some of Mr. Frank’s stock at one half of the book value of the stock. If 
all of the stock held by the bank were taken on this basis, the bank would 
eventually obtain 5.8o on the dollar for the loan, an acceptable compromise 
settlement. If carried out, this program would effect a gradual reduction, 
if the loan could be extended over a period of two or possibly three 
years. The matter was placed before all the employees by the president, 
and 105 employees agreed to participate in purchasing the common stock 
at this figure. 

The banker then proceeded to loan the corporation a modest amount of 
new money for current working needs, secured by the assignment of 
receivables. The new stockholders now had a vital interest in the success 
of the enterprise. They were all on the job, whereas Mr. Frank had drawn 
a substantial salary and had given a small portion of his time to the busi- 
ness. Sales began to expand, the machinery began to hum more steadily, 
and within eighteen months the affairs of the corporation began to show 
a definite improvement, and the loan for current working needs was 
retired. As a result of the arrangement made for the sale of the president’s 
common stock to his associates and employees, the bank received a check 
every month on account of the president’s loan. Within three years the 
$40,000 was obtained in full payment of the $50,000 loan wnth interest— 
the 80 per cent settlement agreed upon; a successful business was on its 
feet running overtime; and in place of an impaired loan, the bank had a 
desirable account on its books with the highest regard for the new owners. 
The composition settlement obtained in this case through the medium of 
the new common stockholders was the only alternate to a complete w'ritc- 
off on the loan, and the day was saved. 


Assignment for the Benefit of Creditors 

A debtor who is quite involved financially may be unwilling or unable 
to arrange an extension or a composition settlement with his creditors. 
Under these circumstances his creditors may institute legal proceedings 
to enforce payment of their claims. If the debtor realizes the precarious 
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ness of his situaaon, he maj select the procedure under which his business 
will be liquidated before creditors force action In this predicament he 
maj make an assignment— that is, a \oIuntar)' transfer in trust— of his assets 
for the benefit of all of his creditors The assignee must collect, preserve, 
and distribute the assets for the benefit of the creditors vv ithout prefer 
ence, except such as ma\ be prescribed b\ law or b\ the instriiment of 
assignment Such an assignment is an act of bankruptcy and may be the 
debtor’s method of bringing about a petition in bankruptcy without filing 
such a petition personally Many assignments arc made to creditmen’s 
assoaations, trade associations, adyustment bureaus, lawyers, and fnends 
The assignee is thus chosen by the debtor, and his task is to admmister 
the propem for the benefit of all the creditors He may , at the discrenon 
of the creditors, contmue the business, awamng a better time to sell the 
property and to distribute the proceeds This method of handling a 
distressed business enterpnse has its disadvantages, since the debtor is per 
rmtted to select the person to admmister his assets Furthermore, an 
assignment often leads to bankruptcy* proceedings Moreover, a receiver- 
ship may accomplish substanaally the same objeem e under the supervision 
of a court An assignment, however, may under favorable circumstances 
be less expensive, since court costs attorneys’ fees, and the fees of officials 
provided for in the Bankruptcy Act are reduced or ebmmaied An assign 
menc operates more rapidly, works without restraint from a court, and 
may function privately As a result better prices may often be obtained 
because of speed m making decisions An assignment, moreover, is pre 
sumed to giv c creditors confidence m the good faith of the debtor w ho 
has been unable to operate his business successfully, and to provide an 
economical means, not subject to such stnet legal supervTsion as bank 
mptcy proceedings, of conv emng assets into cash and of distributing the 
cash pro rata to creditors If, however, a statutory assignment is made, 
these advantages are not entirely realized 

There are, however, a number of limitations to liquidation through assign 
ment. In the first place, such an assignment constitutes an act of bankruptcy 
Consequently, nonassenting creditors, by mitiating bankruptcy proceedings, 
may take the administration of the estate out of the jurisdiction of creditors or 
the state insolvency court, since bankruptcy supersedes all other forms of 
liquidation of insolvents Second, there is no power under friendly assignments 
to subject the debtor to an examinaaon under oath. Third, there is no machm 
ery for the recovery of preferential payments. Fourth, from the debtor’s point 
of view, the chief objection is that he cannot secure a discharge from his obli- 
gations except by the consent of all creditors Fifth, there is the temtonal 
limitation, since assignments are governed by different laws under varying 
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jurisdictions. Especially is this true of statutory assignments. Sixth, there is lack 
of uniformity in the laws and requirements of the various states. Hnally, there 
is no direct effective supervision over the assignee in the administration of the 
estate. Debtors have the power to appoint their own assignees and in some states 
they are not compelled even to consult the creditors or to obtain their consent 
to the appointment. This objection, however, is largely theoretical, since the 
assignment, while presumably voluntary, is made under the pressure of creditors 
who are in a position to dictate terms.^ 


To illustrate an assipiment: About twenty-two years ago John Doran 
and Henry Thomas started a men’s furnishing store in a city of one 
hundred thousand people in the State of Pennsylvania with an original 
investment of $6,000. Two years later the partnership acquired busi- 
ness premises on a prominent corner. This property subsequently increased 
in value and after ten years was sold at a price to yield a clear profit of 
$85,000. The inventory and the other assets were sold at the same time 
for a cash consideration of $12,000, and the partnership ended. Shortly 
afterward, the two men formed the Doran and Thomas Wholesale Dty' 
Goods Company, Inc. That took place a little over nine years ago. The 
authorized and paid-in capital was $150,000, all cash. 

Comparative figures are shown for five individual years, covering a ten- 
year period, in Figure 149. The first loan made by the bank to the new 
enterprise was made on January 28, year J, for $1,000. This loan was 
increased from time to time during the remainder of the year and, as of 
December 31, stood at the respectable sum of $97,500. The balance sheet 
at this date showed total current assets of $275,373, well over current 
liabilities of $143,732. Net sales for the year amounted to $471,217, on 
which a net profit of $55.69 was realized. A considerable portion of the 
expenses incurred in the organization of the corporation were paid out 
of the earnings, so that operations for the year were quite satisfac- 


tory. 

The corporation continued to expand its business during the following 
year, and high credit extended by the bank reached S 1 1 8,500 unsecured, 
and $13,621 represented by notes receivable discounted. Liabilities to the 
bank were reduced to $25,000 during the early summer, but at no time 
during the year was the concern clear with its bank. Operations durin^ 
this year continued to be profitable. Capital stock paid in was increase 
to $170,000. About this time the concern also arranged for a line of ere it 
with a second bank and at the end of year H, eight years ago, reporte 
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notes pa\able to banks of $124,000 Of this amount, $104,000 was due 
to one institution and S20 000 to the other 

After three )ears, m }ear G, the management had demonstrated its 
abilitj to increase sales to a high figure of $89^ 617, with a resultant 
extraordinary net profit of $57,184 Cash ditidends of $17,000 represent 


Figure 149 Comparative Balance Sheet for Doran and Thomas Whole 
sale Dry Goods Company, Inc (years ended December 5/, /p— ) 

DORAN AND THOMAS WHOl-ESALE DRT GOODS COMPANY &C 
Comparatiia BaUue Shict for Tear* Coded December 11 19 


10 Yea 


*fo 


(A) 

Lett 

Peport 


Accti Rcce sable let* 

KoCei ReeelrabU 
Mercbeadlfe Isreatsrr 
Cttgreat Aeaeti 
Put Dae AeeounU 
Adviaeef to Saleimes 

Reel £iUte 
Pan tare esd Futarer 
Deferred Cbarfee 
Tom 


$ 1 3)8 

Ida 988 
168 429 


$ 13 419 $ 3 366 $ 9 286 


19S 028 
2 6)8 
208 133 


76 142 73 946 $0 117 

13 804 4 283 

174 186 X2S 031 68 03) 


J27> 37) 


10 989 

8 391 

9 076 


1117 037 
2 398 
9 148 


>436 969 5296 889 8244 494 >139 260 


Notci Peyible ts Baoki 
Aeeeonu Parable Trade 
Aeceua i Parable Other 


Net Vo king Cap tal 


$214 813 
170 OOO 
82 486 


$106 414 $111 994 $ 61 899 

169 800 169 300 1 69 309 

20 948 36 890 D 91 9100 


$131 641 $204 708 $161 084 $100 886 $ 58 147 

I 92 I 98 2 81 1 90 1 89 

$180 0 58 $222 486 $190 448 $132 500 $ 77 373 

$47] 217 $898 617 $436 283 $385 854 $217 168 

58 87 184 23 2SB 1. 32 184 L 39 335L 

17 000 Nooe Nose Nose 


mg lo per cent on the outstanding stock, were paid The balance sheet 
at the close of this year disclosed notes payable to banks of $105,000, of 
which $85,000 was due to the pnncipal depository and $20000 to the 
other The low debt to banks during this y ear w as $20 000 
The balance sheet for the next year is not shown, but there were signs 
of a reversal in the trend of affairs Net sales were off somewhat to 
$721, 304, on which a net profit of only $8,791 was recorded A cash din 
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dend of $17,000 was paid, causing a modest reduction in the tantiibie net 
worth. At the end of the year the concern was owing one bank $80,000 
and the other $30,000. 

The figures for year E continued to reflect a contraction in operations. 
The sales decreased substantially to $436,253, on which a net operating 
loss of $23,258 was shown. At the close of the year, bank borrowings o'f 
$90,000 were confined to one bank. After submitting its figures, the man- 
agement was called in by the principal banker for a discussion of the 
condition of the business and its outlook. In view of the substantial operat- 
ing loss, the management agreed that overhead expenses should be dras- 
tically cut. Liabilities had been reduced from $214,513 to $106,414 
between years G and E, but there were ominous clouds on the horizon. 
The downward trend and unprofitable operations continued. The tu'elve 
months ending December 31, year D, were even more unfavorable from 
an operating standpoint than the preceding years. Sales of $359,730 showed 
a contraction, and there was a net operating^loss of $25,559. 

When this business was established, the locality was on the eve of the 
biggest boom it had ever experienced. The peak of the boom was reached 
about three years after the inception of the corporation. A recession then 
set in that carried the locality through bad times which lasted several 
years, even though other sections of the country were enjoying prosperity. 
By year D a defeatist attitude prevailed. The officers co-operated in 
attempting to curtail expenses, but the net sales were dropping faster than 
expenses could be cut. The indebtedness to the principal bank at the end 
of year D was $76,500, and to the other, $15,000. 

Without a doubt year C was the most disappointing period experienced 
by businessmen in this particular locality. Sales continued to spiral down- 
ward, and collections Ijecame slower and slower. The operating results 
showed a net loss of $32,184 for the year. The indebtedness to the prin- 
cipal bank had been reduced to $65,000, and $20,000 was owing to the 
second. The balance sheet now showed a deficit in the surplus account 
of $36,800— not an attractive picture in contrast to an actual surplus of 
$52,456 at the end of year G, four years earlier. 

Sales for year B, two years ago, were even lower, and operations dis- 
closed a loss of $27,064. With no change in the trend of affairs, the prin- 
cipal banker called a conference with the management and expressed a 
desire that policies be immediately instituted to reduce expenses e\en 
more radically. One of the suggestions called for the resignation of a \ice 
president drawing $8,000 in salary and making no real contribution to 
the management. The concern was also advised that the bank debt shou 



622 MAKING THE LOAN 

be put on an orderly program of hquidation, and a preference ^^as ex 
pressed for monthly amomzauon At the end of the \ ear all of the ban! 
debt, $42,500 V, as due to the one primary bank- 

The ojieranng statement for year A reflected a further decrease of 
approximately 30 per cent m sales— the lowest sales m its historj, even 
below the \ olume transacted during the first y ear of operation— with a 
loss of $30 335 after the eliminaaon of certam w orthless receivables Over 
a fit e j ear penod operatmg losses had aggregated $ 1 1 2,875 The tangle 
net worth had shrunk from $190445 to $77,370, or 60 per cent. The 
balance sheet showed a surplus defiat of $91 930, with indebtedness to 
the local bank of $29500 Needless to sa), the bank officers wck much 
concerned ot er the collectibilitj of the remamder of the loan. 

After carcfuUj renewing the situation, both the management and the 
bank officials dcaded that the business should be liquidated With the bor 
row er s co-operation, a plan was effected for the loluntai^ assignment of 
the assets for the benefit of all creditors The first step w as for the corpo- 
ration to make the assignment m w nong the assignment contained a list 
in the form of one schedule showing die propert) transferred 10 trust, 
the disposition to be made of each asset, and a list of all of the creditors 
for whose benefit the assets were being assigned The following steps 
were then taken 

1 The assignment was executed bj the assignor (m some states it must 
also be executed bj the assignee) 

2 The instrument was recorded (where necessar) ) to make it valid. 

3 The assignment w as delivered to the assignee Fafiure to do so ma\ 
render the act \ oid and fraudulent against judgment creditors 

4. Possession of propert) was delivered to the assignee 

The assignee w ith the co-operation of the management then proceeded 
to con\ ert the assets mto cash over a period of sc^ en months. Expenses 
madent to the execution of the trust were deducted, and the funds left 
01 er were distnbuted pro rata to creditors. When the liquidation had 
been completed, the bank s loss on the $29 500 ow ed b) the borrow er w as 
$4,740 The stockholders w ere complctel) wnped out. 

Equity Receivership 

The creditors of a finanaall) embarrassed concern may decline to grant 
an extension of its obligations A composition settlement ma) not be neccs- 
sai) if the assets are adequate to meet liabilities, and the debtor mav not 
wish to make an assignment. In that event one or more creditors ma\ 
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request a court to appoint an equity receiver to take charge of the propertv 
subject to the control of the court. The receiver may continue the business 
under authorization of the court until a plan of settlement or reorganization 
is worked out or until, as often happens, the concern is adjudicated 
bankrupt. 

An equity receivership is occasionally sought for an insolvent debtor, 
but more generally for a debtor who 

is solvent in the bankruptcy sense but is unable to meet his obligations as they 
mature. The object of a receivership is to preserve the estate during the readjust- 
ment, reorganization, or litigation which is to decide the rights of the litigants, 
and to establish a so-called “moratorium” on behalf of the debtor. To warrant 
the appointment of such a receiver, the court must be shown by the plaintiff 
that such action is necessary to prevent loss or injury to those financially inter- 
ested. A mere default in payment of an obligation is not sufficient ground, for 
under such circumstances the ordinary processes of the law can be resorted to 
as a remedy.^ 

By this process, legal protection is given both creditors and debtor. 
Like an extension, an equity receivership defers the date of payment of 
obligations, not, however, for a stipulated period, but at the discretion of 
the court. The receiver, as an officer of the appointing court, is a disinter- 
ested party who takes charge of and administers the property placed in 
his care. At all times he is under the direction and the order of the court 
that appointed him. Often he continues a business enterprise with the close 
co-operation of a creditors’ committee. When the business has been re- 
habilitated or liquidated, the receivership is terminated by the discharge of 
the receiver by the court. Operations under a receivership are often expen- 
sive from both a monetary and a good-will point of view. 

To illustrate an equity receivership: The Mason Grocery Co., Inc., was 
established in 1893 in Elston, a small southern city in an agricultural com- 
munity. In 1901 the business was incorporated with a paid-in capital of 
$75,000. From time to time branches were placed in other towns in that 
territory, and in 1905 its principal office was moved to Oldham, a more 
centrally located city near by. Operations were uniformly successful for 
many years, the business growing until a paid-in capital of $750,000 and 
a surplus of $850,000 had been attained. 

At the time under consideration, the banking of the corporation u as 
divided among the Oldham National Bank and two neighboring mstim- 
tions. Although no set lines of credit had been agreed upon by am of t e 
three banks, unsecured credit to a total of $300,000 was at its dispo 

^Ibid., p. 491. 
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from these sources The Oldham National Bank loaned as high as S150,- 
000, one of the other banks, up to $100,000, and the third bank, $50,000 
Two of the larger stockholders had also made rather liberal advances of 
credit as needed In addition, commercial paper had been sold m the open 
market In this way the lines at the three banks were cleared from time 
to time Periodical checkings made through trade sources brought replies 
of a most complimentary nature Satisfactory balances were maintained 
at each of the interested banks 

The management was ambitious and, shortly before the time under 
consideration, had imtiated an expansion program A canning factory was 
established, a coffee roasting plant was installed, and vanous products 
were placed on the market under the concern’s distinct brand names By 
year J (page 619), ten years ago, twelie branches were m operation, and 
the concern owned the real estate and the building in which the branch 
was located A fleet of trucks was maintained for transportation purposes, 
and a garage had been established to service the trucks All these activmes 
tended to place more and more of the capital m fixed assets and to reduce 
the net working capital Moreover, a rather liberal credit policy was being 
pursued, and the receivables were somewhat heavy, but all m all, the 
figures for year J disclosed a healthy margin of protecuon (see Figure 
150) 

The condensed balance sheet, as of May 31, jear H, reflected a sub- 
stantial increase m the babihties dunng the two-) ear period, from $625,- 
559 to $851,092, and a somewhat smaller leducuon m the net working 
capital A number of unfavorable trends now became evident The in 
vestment m real estate, buildings, machmer) , and equipment had increased 
Excessive dividends had been paid out during the preceding two years, 
bringing about a reduction of $35,693 m the surplus The liberal credit 
policy had been continued, reflecting an average collection period of 
forty tw 0 da) s, w hereas competing concerns were showing thirty-tw 0 
da)s About this time the receivables were carefully examined by an of- 
ficer of the Oldham National Bank and revealed a considerable amount 
past due and a liberal sprinkling of questionable notes and accounts Real 
estate holdings also were examined and showed a sizable amount of real 
estate for which the corporation had no actual use 

As a result of these factors, a program of retrenchment was advised b) 
the banker, a program to which the management readily agreed A more 
prompt collection of receivables was to be emphasized, and an effort was 
to be made to reduce real estate holdings A study of the situation re- 
vealed that the principal causes of the unfavorable trend in the finanaal 
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condition, notwithstanding profitable operations, were (i) the ambitious 
expansion program of the management, (2) the increase in investment in 

fixed assets, and ( 3 ) the liberal credit policy. 

The attitude of the Oldham National Bank, as well as that of the other 
nvo interested banks, was friendly at all times. Many conferences were 


Figure i so Comparative Condensed Balance Sheets for Mason Grocery 
^ Co., Inc. {years ended as shown) 
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outstanding an equal amount of commercial paper uhich had been sold 
m the open market This was an elementary mistake m financial manage- 
ment, as commercial paper should never have been sold so that the total 
borrowings were m excess of confirmed open bank lines The concern also 
owed $162,029 to stockholders In the fall of year H, the management 
started to make an earnest effort to correct these unfavorable features 
Much was accomplished in their efforts to Iiqmdate doubtful receivables, 
but much less in disposing of excess real estate Also, from time to time 
unprofitable branches were elimmated 

In the following year, the concern could no longer sell commercial 
paper in the open market, and the banks temporarily increased their loans 
to help retire these notes as they matured The program of retrenchment 
continued and, by December 51, year F, all of the open market paper 
had been retired, and the total debt to banks had been reduced to $288,- 
250 By this time the loans held by the banks were regarded as frozen, and 
no further liquidation appeared possible jf the business was to connnue 
As a matter of fact, stocks of merchandise had been depleted m the pro- 
gram of liquidation, until it became rather difficult to transact business m 
an orderly way, the inventory between year H and year F having dropped 
from $1,010,446 to $453,991 

In July, year F, an appraisal of the properties had been made by engi- 
neers, and appreciation m the amount of approximately $206,000 had been 
added to fixed assets and a corresponding amount to surplus The fixed 
assets were now carried at $802,756, as compared to $626,793 on May 31, 
year H The management hoped in this way to improve its financial state- 
ment and bolster the credit of the corporation This policy, of course, 
was a second mistake, just as elementary as selling commercial paper in 
addition to the full use of its bank lines 

Net sales were now declining drastically For the twelve months end 

compared to net sales for the year ending May 31, year H At the end of 
year F, a dividend of $93,500 was paid without consulting the banks, for 
which the management was criticized severely Here was 3 third ele 
mentary mistake This money was needed badly in the business The con- 
cern’s problem had now become senous At the end of year F, the bank 
debt, which amounted to $288,250, was in a precarious position, and real 
concern was felt for the future of the business The bank debt now was 
defimtely a capital loan 

In year E, five years ago, the credit agencies reduced their ratings and 
early in year D withdrew theit classifications of the risk altogether Sev- 
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eral appUcations to the banks were made for additional loans, all of u-hich 
were declined. However, from time to time, the banks advised with the 
officers regarding their problems and suggested various ways of convert- 
ing unproductive assets into cash. 

In the summer of year D, the management, after consultinir vath the 
banks, filed a bill in equity and had a receiver appointed, turning over pos- 
session of the business to him. It had developed that the officers and em- 
ployees had been borrowing in rather large amounts from the company, 
a fourth elementary mistake. This was shown by the increase in the item 
“Due from Officers and Stockholders” from $31,118 to $106,013 be- 
tween years F and D. This practice the receiver immediately stopped. Fol- 
lowing the advice of the banks, several new policies were now put into 
effect as follows: 

1. An effort was made to collect or secure the indebtedness due to the 
corporation from the officers and the employees. 

2. A study was made to determine what lines of merchandise and what 
branches were unprofitable. 

3. An effort was made to determine the actual value of the assets and 
to write them down to their proper values. 

4. A more determined attempt was made to improve the condition of 
the receivables. 

5. A general reduction was made in operating costs. In addition, a new 
treasurer was chosen. 

In the autumn of year D, with a slight improvement in business, the 
banks loaned the company an additional $100,000, secured by a pledge 
of accounts receivable. The loan was made for the purpose of enabling 
the corporation to replenish its badly depleted stocks of merchandise. This 
loan, in which the three banks participated, was repaid at its maturity in 
the following spring. 

As is indicated by the condensed balance sheet, as of December 31, year 
D, affairs were in a serious condition. A substantial loss in operations was 
taken. The management had become somewhat discouraged and was not 
in full accord with the bankers regarding the solution of the problems 
presented by the condition of the business. The president’s health had be- 
come very bad, which further complicated the problems. For several 
years his life had been insured for $150,000. The president had become 
indebted to the company for approximately $100,000, and, because of his 
seriously involved personal financial condition, the debt was of doubtful 
value. The life insurance was kept in force and was assigned to the cor- 
poration, although $21,000 had been borrowed on the p^Hcy during year 
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D The president died early m year C The insurance was immediately 
collected, and the indebtedness of the president to the corporation was 
ebminated, thereby substantially reducing the amount due from officers 
and employ ees and supplying badly needed cash to the business 

The recen er now undertook the task of re establishing the enterprise 
A careful appraisal of all assets was made to determine their actual \alues, 
and immediately the work of wnong down the talues to reasonable fig 
ures was begun By this time the branches had been reduced to four m 
number, thus leaving seieral pieces of unused real estate to be sold Em 
phasis was placed upon the sale of unnecessary physical properties, and 
some cash was realized m this process A careful study of all departments 
w as made m order to eliminate the practices that w ere causing operating 
losses Some unprofitable departments were eliminated entirely, as well as 
a number of unprofitable lines of merchandise The entire personnel was 
reorganized, and setcral unproducave members of the staff were elimi- 
nated Particular attention was gi\en to the sales force, which was com 
pletely reorganized The transportation problems of the business were 
carefully studied, and the number of trucks was reduced, rcsulong in a 
substantial saiing All items of expense were thoroughly analyzed, and 
many adjustments were made 

As shown m the condensed balance sheet, by December 31, year C, 
the net working capital had been greatly reduced, so that the business was 
confronted with the problem of obtaining current funds with which to 
continue operations With this in nund, the management made applica- 
tion to a Federal agency for an industrial loan of $150,000, to be secured 
by a mortgage on physical properaes After lengthy negotiations this 
loan was obtained, and the funds were a\adable shortly after the close of 
year C The loan was payable $10,000 annually for four y'ears, and a 
year after that the balance of $70,000 would become due Tn this manner 
the fixed assets were used to supply wockin.^ ca:pua.l This co/joey, to- 
gether with the funds received from the insurance earned on the life of 
the president, greatly relieved the pressing need for w orkiog capitaL At 
this time, payments w ere made to each of the bank creditors, w hich ma- 
terially improv ed the status of these obligations Operations contmued at 
a loss for over a year, but gradually the revamped policies began to show 
results, and figures once more reflected profits 

In the balance sheet as of May 31, year A, the current ratio was i 32, 
and the industrial loan had been reduced to $110,000 $20,000 earned as 
a current liability and $90,000 as a deferred liability Profits for the y ear 
ending May 3 1 were m excess of $34,000 The banks now felt that the 
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condition of the loan was satisfactoty. The concern was eniovina a vol- 
ume of business approximately ,6 per cent over the same months of the 
previous year, and estimates indicated that at the end of the current fiscal 
year a substantial amount would be added to the surplus account. Witli 
the agreement of all of the creditors, the receivership was terminated, and 
the control of the corporation was returned to the management. 

To summarize, here was a long-established business whose condition 
had become precarious, because of laxness on the part of the management, 
liberal credit policies, and an overly ambitious program of e.xpansion. 
Prior to year D, the figures had not been audited. Not only the banks but 
the trade creditors also had implicit confidence in those in charge of its 
affairs and had not insisted upon annual audits. If such audits had been 
available, the practices that had led to the difficulties would undoubtedly 
have been brought to the attention of the banks sooner, and corrective 
measures might have been applied at an earlier date. The situation, how- 
ever, was finally corrected by the receiver who had carefully analyzed 
the problems and then taken the necessary steps to re-establish the busi- 
ness as a profitable enterprise. 


Bankruptcy* 


Congress is authorized by Article I, Section 8 of the Constitution to 
establish uniform laws on the subject of bankruptcy.'* James .Vladison, 
writing in The Federalist, defended this provision of the Constitution by 
asserting that: 


The power of establishing uniform laws of bankruptcy is so intimately con- 
nected with the regulation of commerce and will prevent so many frauds where 

The authors are indebted to George A. Hansen, attorney, Law Department, The 
First National Bank of Chicago, for this section on bankruptcy. 

® Several sources present a comprehensive treatment of bankruptcy problems. Tv o 
complete treatises are: “Collier on Bankruptcy” nine volumes, 14th Edition, James 
WUliam Moore, Editor-in-Chief, supplemented in i960, publisher Matthew Bender 
& Company, Inc., 225 Orange Street, Albany i. New York and 205 East 4ind 
New York 17, New York; and “Remington on Bankruptcy” founecn voHmes, Tilth 
and Sixth Editions and now receiving 1961 revisions. Fifth and Sixth Edinons by 
James M. Henderson, 1961 revision by Kenneth H. Hayes, Publisher, The Layers 
Co-Operative Publishing Company, Rochester, New York; othcre arc: Collier 
Pamphlet Edition Bankruptcy Act (479 pag“) 

(usually referred to as Collier Bankruptcy Manual); and Ybe Lav o an 'rup >, 
Charles Elihu Nadler, 1948 Edition, publisher, Callaghan & Company, Chicago Illinois. 
An excellent shorter booklet on bankruptcy is: “Bankruptcy and Arrangement Pr - 
ceedings,” John E. Mulder and Leon S. Forman, published 
tinning^ Legal Education of the American Law Institute 

American Bar Association. Director’s address: 133 South 36th Street, Philadelphia 4, 
Pennsylvania. 
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the parties or their propert) may lie or be removed into the different states, 
that the expedient^ of it seems not likely to be drawn mto question. 

Because the creditors of the early bankrupts w ere usually located within 
the limits of a smgle state, with the exceptions of temporary Federal 
bankruptcy laws of i?oo, 1841, and 1867 passed by Congress to ease re- 
covery after early depressions, bankruptcies w ere covered by a vanety of 
state laws As the umt of the business enterprise grew in size, mfloence, 
and pow er, vv^th assets as w cU as creditors located m many' states, a smgle 
Federal law became imperaavc and was hnally passed by Congress in 
1898, superseding all of the separate stare bankruptcy laws Seventeen 
y ears of intensive debate preceded the passage of the Act of 1898, which 
IS generally regarded as the cornerstone of modern United States bank- 
rupt<^ legislation 

Alany amendments to the Bankruptcy Act of 1898 were passed m sub- 
sequent years, but the most complete revision occurred in 1938 and be 
came commonly known as the Chandler Act The Chandler Act exten 
nvely changed the procedures m ordinary bankruptcy or liquidation and 
rewrote much of the emergency bankruptcy provisions passed m the early 
years of the Depression Several amendments have been enacted ra the 
years follow mg the passage of the Chandler Act, mcludmg changes m 
rules on pnoncies, procedures, and construcaons The statute is not con 
stant, and fairly frequent amendments altering paracular procedures are 
to be expected Under the present act, the foUomng are covered Chap- 
ters I to VII, Ordinary Bankruptcy, Chapter VIII, Agricultural Compo- 
sinons and Extensions, Chapter IX, Composition of Indebtedness of Certain 
Taxing Agencies or Instrumcntahoes, Chapter X, Corporate Reorganiza 
dons. Chapter XI, Arrangements, Chapter XTI, Real Property Arrange 
ments by Persons Other Than Coiporanons, and Chapter XIII, Wage 
Earners’ Plans 

Ordinary Bankruptcy {Chapters Proceedings under chapters 

to'Vli oi fne Bankruptcy Act maybe voluntary, as, for instance, 
when a debtor asks to be adjudged bankrupt^ or (1) involuntary, when 
the creditors ask that a debtor be adjudged bankrupt. In a v oluntary pro- 
ceeding insolvency need not be alleged or prov ed, the essendal require- 
ment bemg that the petidoner have "dehK ” With certain excepaons, any 
person or busmess concern hav mg debts of $1,000 or more may be ad- 
judged an involuntary bankrupt on the pedtion of three or more cred- 
itors whose claims amount to $500 or more, or if the creditors number 
less than tw elve, one creditor with a claim of $500 or more may' file such 
a petiaon 
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In an involuntary bankruptcy the petition must allege that the debtor 
has within four months next preceding the filing of the petition com- 
mitted one or more acts of bankruptcy. The statute sets out six acts of 
bankruptcy. They are, in general terms: (,) a fraudulent conveyance or 
concealment of assets; (2) the transfer while insolvent of any portion of 
the property to one or more creditors with an intent to prefer the trans- 
feree; (3) a lien upon any of the debtor’s property through legal pro- 
ceedings that are not vacated or discharged at least five days before the 
date set for sale or other disposition of the property; (4) a general assign- 
ment for the benefit of creditors; (5) appointment of a receiver or trustee 
to take charge of the debtor’s property while he is insolvent; and (6) the 
admission in writing by the debtor of his inability to pay his debts and 
his willingness to be adjudged a bankrupt. The alleged bankrupt is then 
served with a copy of the bankruptcy petition and subpoenaed to appear 
before the court. He may plead that he has committed no act of bank- 
ruptcy and is not insolvent and demand a trial by jury, or he may other- 
wise contest the allegations before the court. Frequently, however, he 
fails to appear or plead, and the court adjudicates him a bankrupt. The 
assets are taken over by a receiver, if one is appointed by the court, and 
subsequently by the trustee. 

The bankrupt prepares and files, under oath, detailed schedules of all 
his assets and all his creditors with the amount due each. At the first meet- 
ing of creditors, held not less than ten nor more than thirty days after the 
adjudication, the claims of the various creditors may be heard by the 
referee and, if valid, they are allowed. The debtor is examined with re- 
spect to his schedules, and the trustee is selected by the creditors or ap- 
pointed by the court. 

In the majority of cases, the assets are then liquidated, and the net 
proceeds used to discharge ratably the debtor’s obligations to his creditors. 
Valid liens against assets of the bankrupt which are not voidable under 
the act must be paid first. The remaining assets are available to unsecured 
creditors, but a special group of priority claims are paid before the gen- 
eral creditors share in a distribution of the assets. These priority claims 
fit into six categories: (i) administrative costs; (2) wage claims, not to 
exceed $600 to each claimant, earned within three months prior to bank- 
ruptcy; (3) costs to creditors of opposing discharge and procuring con- 
victions; (4) taxes legally due and owing by the bankrupt to the Lnitcd 
States or to any state or any subdivision thereof; (5) debts owing to any 
persons who by the laws of the United States is entitled to priority , and 
(6) rent owing to a landlord who is entitled to priority by applic..ble state 
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lau The pnontj status of debts due the Federal go\errunent or its 
agenacs is a frequent quesnon under this general section 

The debtor is discharged from responsibih^ for his scheduled obliga- 
tions unless he has been found guilij of some fraud or other violation of 
the Bankruptc) Act. There are sev cm! grounds for objection to discharge 
These include (i) commission of a criminal offense, (z) destruenon, 
falsification, or concealment of boolvs and records, (3) issuance or pub 
hcation of a false statement m regard to financial condition (a i960 
amendment eliminates the false financial statement as a ground for the 
complete denial of a discharge insofar as the individual non commercial 
bankrupt is concerned), (4) concealment of property, (5) refusal to obe) 
court orders or to answer court approved questions, (6) prior discharge 
or composition vv ithin six y ears Once the discharge has been granted, the 
bankrupt is in a position to begin his business career again without the 
burden of his former debts However advantageous this may seem, it is 
not always an easy course, for Jt may take man) )ears to live down the 
stigma of bankruptc) and rebuild a reputation for probity Somcames a 
debtor may later voluncanl) pa) m full the obligations that were only 
partiall) paid from his bankrupt estate 

Rehabilitacion and reorgamzauon proceedings are designed to meet the 
needs of the various types of debtor Chapters VIII through XIII of the 
act provide rehef for separate classes of debtor Each chapter defines its 
applicability and its operaaon Chapter VIII, XI, and XIII are closelv 
affiliated in that the) deal on!) with unsecured creditors However, se- 
cured creditors, ma), if desired be affected b) the plans under these 
chapters The following discussion presents brief general statements on 
these chapters, with the exception of Chapter IX, which provides for tax- 
ing agencies or mstnimentaUaes 

AgnculuiTal CtmipojitJOTii and Extensions {Chapter VIII) Agncultutal 
compositions and extensions may be filed b) a farmer under Chapter VIII 
of the act The terms of a composition or extension proposal ma) extend 
the time of pa)Tnent of either secured or unsecured debts, or both, and 
may provude for pnonty of pa)ments made during the period of exten- 
sion as betw een secured and unsecured creditors It may include specific 
undertakmgs by the farmer dunng the period of the extension, including 
provisions for pa)ments on account, and ma) provide for supervisor)' or 
other control b) a commissioner over the farmer’s iffairs during such 
penod The proposal may also provide for the termination of supervi- 
sion or control under specified conditions 

An application for confirmation of a composition or extension pro- 
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posal must be accepted m writing by a majority in number and amount 
of all creditors whose claims have been allowed, including secured cred- 
itors whose claims are affected. The court shaU confirm the proposal if 
satisfied that: (i) it includes an equitable and feasible method of both 
liquidation for secured creditors and financial rehabilitation for the 
farmer; (2) it is for the best interests of all creditors; and (3) the offer 
and its acceptance are in good faith. 

Corporate Reorganizations {Chapter X). When its securities and 
stock are widely held by the public, a corporation can file under Chapter 
X. If a corporation can obtain the desired relief under Chapter XI, it can- 
not act under Chapter X. 

Under Chapter X of the act a petition for corporate reorganization 
may be filed by a corporation or by three or more creditors who have 
claims against the corporation or its property amounung in the aggregate 
to $5,000 or more, liquidated as to amount, and not contingent as to liabil- 
ity. An order approving the petition shall be entered if the court is sat- 
isfied that it complies with the requirements of the act and has been filed 
in good faith. If the indebtedness of the debtor liquidated as to amount 
and not contingent as to liability is $250,000 or over, the judge shall ap- 
point one or more trustees. If such indebtedness is less than $250,000, the 
judge may appoint one or more such trustees, or he may continue the 
debtor in possession. 

The judge shall confirm a plan if satisfied that: (i) provisions of cer- 
tain articles and sections of the chapter have been complied with; (2) the 
plan is fair, equitable, and feasible; (3) the proposal of the plan and its 
acceptance are in good faith and have not been made or procured by 
means of promises forbidden by the act; (4) all payments made or prom- 
ised under the plan have been fully disclosed to the judge and are rea- 
sonable; and (5) the identity, qualifications, and affiliations of the persons 
who are to be directors, officers, or voting trustees upon the consumma- 
tion of the plan have been fully disclosed, and the appointment of such 
persons is equitable, compatible with the interests of the creditors and 
stockholders, and consistent with public policy. 

The plan and its provisions shall on confirmation be binding upon the 
debtor and every other corporation issuing securities or acquiring prop- 
erty under the plan and upon all creditors and stockholders, u'hether or 
not such creditors and stockholders are affected by the plan or have ac- 
cepted it or have filed proofs of their claims or interest. 

Upon consummation of the plan the judge shall enter a final decree 
(i) discharging the debtor from all its debts and liabilities and terminat- 
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ing alJ rights and interests of stockholders of the debtor, except as pro- 
vided in the plan, (2) discharging the trustee, if any, (3) making such 
proiisions by way of injunction or otherwise, as may be equitable, and 

(4) closing the estate 

Arrangements {Chapter XI) AH “persons” including corporations may 
file under Chapter XI However, the act expressly limits a Chapter XI 
proceeding to the voluntary action of the debtor An arrangement under 
this chapter shall include proMsions modifying or altering the rights of un- 
secured creditors generally or of some class of them upon any terms or 
for any consideration Such arrangement may include 

( 1 ) provisions for treatment of unsecured debts on a parity’ one with the other, 
or for the dnjsion of such debts into classes and the treatment thereof m 
different wajs or upon different terms, 

(2) provisions for the rejection of any executory contract, 

(3) provisions for specific undertakings of the debtor durmg any period of 
extension provided for by the arrangement, includmg provisions for pay- 
ments on account, 

(4) provisions for the termination, under specified conditions, of any period of 
extension provided by the arrangement, 

(5) provisions for continuation of the debtor’s business with or without super- 
vision or control by a receiver or by a committee of creditors or 
otherwise, 

(6) provisions for payment of debts meurred after the filing of the peticon 
and during the pendency of the arrangement, m priority over the debts 
affected by such arrangement, 

(7) provisions for retention of junsdicuon by the court until provisions of the 
arrangement, after its confirmation, have been performed, and 

(8) any other appropriate provisions not inconsistent vvith this chapter 

If the arrangement has been accepted m vvnong by all creditors, it shall 
be confirmed by the court when the debtor shall have made the deposit 
required under the chapter and under the arrangement, and if the court 
IS satisfied that the arrangement and its acceptance are in good faith and 
^ave not been made or procured by any means, promises, or acts for- 
bidden by the act 

An application for confirmation of an arrangement that has been ac- 
cepted by a majority m number and amount of creditors shall be con- 
firmed by the court if (i) provisions of the chapter have been complied 
with, (2) It IS for the best interests of the creditors and is feasible, (3) 
the debtor has not been guilty of any of the acts or failed to perform any 
of the duties that would be a bar to the discharge of a bankrupt, and 
(4) the proposal and its acceptance are m good faith and hav e not been 
made or procured by any means, promises, or acts forbidden by the act 
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Upon confirmation of an arrangement: 

(1) the arrangement and its provisions shall be binding upon the debtor upon 
any person issuing securities or acquiring property under the arrangement 
and upon all creditors of the debtor, whether or not they are affected by 
the arrangement or have accepted it or have filed their claims, and whether 
or not their claims have been scheduled or allowed and are allowable* 

(2) the money deposited for priority debts and for the costs and expenses 
shall be disbursed to the persons entitled thereto; 

(3) the consideration deposited, if any, shall be distributed and the rights pro- 
vided by the arrangement shall inure to the creditors affected by the 
arrangement whose claims (a) have been filed prior to the date of con- 
firmation and are allowed or {b) whether or not filed, have been scheduled 
by the debtor and are not contingent, unliquidated, or disputed; and 

(4) the case shall be dismissed except as othenvise provided by the act. 

Real Property Arrangements by Persons Other than Corporations 
(Chapter XII). The purpose of Chapter XII was to afford relief to those 
debtors who owned legal or equitable title to real property or chattels 
real. It does not apply to corporations. It became necessary because many 
states had corporate statutes prohibiting the formation of a corporation 
for the purpose of holding or dealing in real property. Chapter XII, gen- 
erally stated, is a composite of Chapter X, in respect to its treatment of 
secured claims, and of Chapter XI, in respect to its treatment of unse- 
cured debts and its procedural aspects. Chapter XII is seldom used at tliis 
time. 

Wage Earners^ Plans (Chapter XIII). The wage-earner proceedings of 
Chapter XIII can be commenced only by the voluntar}'^ act of the debtor. 
The practices in pleading that apply to ordinary bankruptcy proceedings 
are, with slight modifications, applicable to Chapter XIII proceedings. 
The schedules required in wage-earner proceedings are identical with 
those required in ordinary bankruptcy proceedings. Proceedings are 
commenced by the filing of an original petition by a debtor. A debtor may 
convert a pending ordinary bankruptcy proceeding, either before or 
after his adjudication, into a Chapter XIII proceedings by the filing in the 
pending ordinary bankruptcy proceedings of what is known as a con- 
verter petition.” The petition secs forth that the debtor is a wage earner 
who works, whose income does not exceed $5,000 per year, and whose 
domicile is within the jurisdiction of the court. It must also state the in- 
solvency of the debtor and be accompanied by three exhibits— namch , a 
statement of his executory contracts, his schedules, and statement of af- 
fairs. The act provides only for a trustee and an attorney for the debtor. 
The duties of the trustee are not comparable wdth the conventional trus- 
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tee of ordinar)' bankruptcy proceedings. His duties are similar to the 
dudes of the distribudng agent prodded for in Chapter XI proceedings. 
His compensarion is “five pcrccntura to be computed upon and payable 
out of the payments actually made by or for a debtor under the plan.” 
If the peddon sets forth all the jurisdicdonal allegations required, approval 
of the peddon is not necessary. A pbn under this chapter: 

I- Shall include provisions dealing with unsecured debts generally, upon 
any terms. 

2. May include provisions dealing with secured debts severally, upon any 
terms. 

3. May provide for prioritj’ of payment during the period of extension as 
between the secured and unsecured debts affected by the plan. 

4. Shall include provisions for the submission of future earnings or wages of 
the debtor to the supervision and control of the court for the purpose of en- 
forcing the plan. 

j. Shall provide that the court may from time to time, during the period of 
extension, increase or reduce the amount of any of the instalment payments 
provided by the plan, or extend or shorten the time for any such payments, 
where it shall be made to appear, after hearing upon such notice as the court 
may designate, that the circumstances of the debtor so warrant or require. 

6. May include provisions for the rejection of executor)’ contracts of the 
debtors. 

7. May include any ocher appropriate provisions not inconsistent with the 
chapter. 

If all the affected creditors have accepted the plan, it shall be con- 
firmed by the court. The unanimous consent of all affcaed creditors is 
not necessary, however, as the plan shall be confirmed if a majority in 
number and amount accept it and if the following conditions are met: 

1. The provisions of Chapter XIII have been compb’ed with. 

2. The plan is in the best interests of the creditors and is feasible. 

3. The debtor has not been guilty of any of the acts or failed to per- 
form any of the duties which would be a bar to the discharge of a 
bankrupt. 

4. The proposal and its acceptance arc in good faith and have not been 
made or procured by any means, promises or acts forbidden by the 
act. 

Unique to this chapter is the provision that states that, “before con- 
firming any such plan the court shall require proof from each creditor 
filing a claim that such claim is free from usury as defined by the laws of 
the place where the debt was contracted.” Upon compliance by the 
debtor xvith the provisions of the plan and upon completion of all pay- 
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ments to be made thereunder, the court will enter an order discharging 
the debtor from his debts and liabilities provided for by the plan. 

TRADE ASSOCIATION ASSISTANCE 

In working out the problems of embarrassed businesses, trade associa- 
tions often are extremely helpful. These associations occasionally con- 
duct adjustment bureaus which co-operate with creditors’ committees or 
actually perform the functions of creditors’ committees. Where such 
bureaus are in operation, they attempt to hold down the costs of straight- 
ening out the affairs of debtors. In many cases they are peculiarly fitted 
to be of unusual assistance to creditors, because of their intimate knowl- 
edge and understanding of the debtor’s business. The records of such 
bureaus in working out the problems of distressed businesses have been 
commendable. 



chapter XXV 


AT THE BANKER'S DESK 


In concluding this study of the numerous factors entering 
into the sound extension of bank credit and of the broad background of 
knowledge retjuired for the mtelhgent discharge of this major responsi- 
bility in our economic hfe, several actual requests for bank credit will be 
considered Illustrations of actual loan situations have been used in many 
chapters to clarify particular aspects of the mam problem This chapter, 
however, will be devoted to the study of requests for loans which have 
been considered by bankers in vanouv parts of the country Some of these 
requests nere made at the desks of bankers m small villages, others were 
made at large metropolitan banking msatuuons They represent a typical 
cross-section of commercial bank loan acovjty geographically and indus- 
tnally 

All of these cases contain the essential facts with which the banker had 
to deal in making his decision Questions have been placed at the end of 
each case to emphasize various features of it and in some instances to de- 
termine whether the banker gave ample consideration to all of the facts 
Here we have an opportunity to sii at the banker’s desk and to study the 
actual granting of credit m a practical, everyday manner, bringing to 
bear m these analyses the phases of the subject that have been discussed m 
the precedmg pages 


LOANS IN RURAL COMMUNITIES 
Request for a Loan from a Debt Free Farmer 

Comehus Conway is a well-known farmer living m the little commu- 
nity of Cornfield, low a He is in his early fifues and has lived here his 
entire hfe, building up a reputation for reliability and integrity in all his 
business dealings 

«3a 
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Mr. Conway is the owner of ttvo hundred acres of land located six 
miles from town on a paved highway. The last addition to his farm was 
made twenty years ago, when he purchased sixty adjoining acres While 
not a showplace, Conway’s buildings are practical and in excellent condi- 
tion. Over the years he has remodeled the existing barn and added several 
smaller buildings. Conway is a beef grower basically but also raises a few 
sheep and a number of hogs, as indicated on the statement in Figure 1 5 1 . 
He has no mortgages on his real estate or personal property', and he has 
no unsecured debts. His account with the bank has been small but satis- 
factory. He has borrowed money from time to rime and the bank is fa- 
miliar with his record, which it views as excellent. 

Recently he made a request to borrow $2,000 on an unsecured basis to 
be used to put a water system and a modern kitchen in his residence. 
Through the years he has used his earnings and savings to strengthen and 
improve that part of his farm operation that made prohts-namely his 
farm buildings, the land, and livestock. His personal life has been con- 
servative, even austere. He now feels that he can afford more comfort for 
himself and his family. 

The balance sheet in Figure 151 gives effect to the $2,000 loan, which 
he feels he can liquidate within one year. He shows current assets 
of $13,750, largely livestock. His entire liability is represented by this one 
loan. All taxes have been paid to date. While his principal asset is his land, 
valued at $40,000, he appears well able to pay the loan within a year out 
of items that will be ready for market within that time. 

Mr. Conway has met his obligations promptly in the past and un- 
doubtedly would be able to discharge this debt as promised. His farming 
operations have been profitable and steady. A factor having a definite 
bearing on the loan is his clear farm. He would have no difficult)'’ in se- 
curing a loan on the farm from the Federal Land Bank, an insurance com- 
pany, or one of the many agencies in that field. 

Summary 

History: The customer has a splendid record of integrity. 

Method of operation: The ability to operate his farm profitably has 
been amply demonstrated over the years. While conservative, his prog 
ress has been steady. 

Bank information: His account, while small, has been entirely satisfac- 
tory, as has been his borrowing record. 
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Financial information: Conway’s nominal debt relative to his assets his 
liquid position, and his steady earnings provide adequate protection’ for 
the loan. 

Conclusion: The banker readily agreed to grant the loan. 

Questions for Study 

1. What particular factors do you think should be considered in making 
farm loans.? 

2. Does this type of loan differ in any way from a loan to a merchant 
in a small town? 

3. How important is the past borrowing record of Mr. Conway in 
evaluating the present request for a loan? Under what conditions would 
you discount the past record of a borrower? 

4. What information should a country banker keep in his credit file on 
a farmer who borrows? 

Request fora Loan from a Farmer with a Mortgage Debt 

Harold Madison, who is thirty-eight years old, owns 160 acres of farm- 
land in southern Minnesota. Mr. Madison has twenty-five milk cows and 
sells Grade B milk, which gives him a sizable monthly income. The dairy 
business requires a lot of work, seven days a week. Mr. Madison during 
the past year had a gross income of $8,125 from his sale of milk. He now 
has concluded that he should go into Grade A milk production, as it 
would not entail much more work and should add in the neighborhood of 
$2,000 to his milk income without much additional expense. Since the 
sanitation requirements on Grade B production are becoming steadily 
more rigorous, he feels he might as well go all the way to Grade A. 

Mr. Madison has borrowed at the bank from time to time, usually for 
short periods to buy feed. He has taken good care of any advances in the 
past and seems to be able to anticipate his income properly and nev^er bor- 
rows more than he can conveniently pay. He is a good farmer and has 
steadily improved his operation, using his earnings to modernize his 
buildings, grade up his dairy herd, and improve his land. He also has a 
successful hog operation. His account has not been large but has alwajs 
been satisfactory. 

To go from a Grade B dairy operation to Grade A will take equipment 
to the extent of about $3,500, of which Madison has $500 and wishes to 



642 MAKING THE LOAN 


borrow $3,000 He offers to secure the bank with a chattel mortgage on 
his cattle and gi^e an assignment of his tmlk check for $150 monthly to 
liquidate the loan 

The principal difference benveen this man’s financial position and 
that of Cornelius Conway bes in the mortgage that Madison owes to the 
Federal Land Bank. From an operatmg point of \new, Conway’s expense 
with a clear farm is conservative Madison must pay not only interest but 
also pnncipal payments In addition, he has no possibibty of borrowing 
on his land as Conway has 

Madison is progressue and through the years has shown excellent 
judgment in his approach to improvements and changes m his operation. 
His record of payment has been good The secunty he offers appears 
more than adequate, and if his estimate is correct, the addiaonal mcome 
secured by going Grade A will protnde the monthly' payments of $150 
His statement (Figure 152) shows a good current posiaon He has no 
debt except on the farm, and that is stretched over a long period ahead 
with nominal pay mencs 

Summary 

History Mr Madison is an aggressive farmer with an impressive record 
Method of operauon He has proved himself to be a progressive dairy- 
man and IS y oung, willmg, and able to do the hard and confinmg work 
necessary for getting ahead in this field 
Bank mformation Madison has proved to be a payer and not a re- 
new er When he borrow s, he plans and his plans work out. 

Fmancial mformation His hog operation makes his farm payments 
and, w ith his dairy mcome, appears adequate to make his hvmg, pay his 
expenses, and meet the promised payments 

Conclusion The banker agreed to grant the loan 


Questions for Study 

1 Would y ou include the local bank stock for $200 m the current 
assets^ 

2 Should the banker have made an unsecured loan m view of the 
mortgage mdebtedness on the land and buildings^ 

3 Why might Mr Madison xequure a bank loan of $3,000 though his 
bank balance a\ erages $500- 

4 What facts, if any, should the banker examine m relation to moit- 
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gage indebtedness u hen he considers a short time loan to a borrow er so 
obbgated' 

5 Enumerate the particular hazards that maj confront those engaged 
m dair^ mg 

A Slow Farm Operattng Loan 

The Qtizens Bank of Arlene, Kansas, held a note of Wilbam Baker 
and his wife, tenant farmers, in the amount of $3 000 secured b) bve 
stock and farm machmerj valued at $4,500 Baker had worked for some 
jears as a hired hand, hved frugally, and accumulated a used automobile 
and $2000 of savings With the help of the bank he started farming 
While loans of this ^pe are usually not among the most desirable credits, 
the banker had acquired considerable respect for Baker and felt some 
obligation to help } oung farmers get started 
After Baker got married, his earnings for sev eral y ears w ent into house- 
hold furniture, small equipment, and tools he needed and withm a few 
jears he and his wife had two children Dunng this penod farm prices 
declined, and Baker found ic difRcnlc to get ahead As a result the loan 
remained stead} at $3 000 and the bank examiner began to be cnocal of 
the fact that no reductions were being made 
In the current spnng just as crops were to be put in Baker contracted 
polio, and it was necessar} to remove him to the state hospital The case 
attracted wide attention and svmpath) not on!) in Bakers immediate 
neighborhood but throughout the communit} The neighbors gor to- 
gether, did Bakers plowing, seeding, and planting and got the crop m 
Baker returned home from the hospital but was unable to w orL, and hired 
help w as necessar} 

At this pomt Baker and his w ife became concerned ov er the expense of 
his illness and the added burden of hired help and offered to have a sale 
to liquidate the indebtedness as much as possible Indications were that 
Baker w ould now make a complete rccov er) His crop w as good so the 
bank decided to continue with him In v lew of the examiner’s cnticism, 
the board concluded that $1,500 of the loan should be charged off, but, 
of course, this w as not know n to Baker 
A little later the Bakers informed the banker that Mrs Baker had m 
hented $1,000 from her mother’s estate The\ asked the banker for an 
additional loan of $1,000 to enable them to bu\ thirt} five head of Here 
ford steer calv es, w hich w ould be pledged to secure the total bank loan of 
$4,000 
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The Bakers had sufficient feed and pasture to handle the addidonal 
cattle, and Baker had just about made a complete recoverv\ They had 
been customers of the bank for some years and were good farmers, thor- 
oughly dependable, and honest. Their bank balance had alu-ays been sat- 
isfactory. By selling the security pledged, the banker could have realized 
the $1,500 at which he was now carrynng the note on his books, plus some 
besides. But such action would have put the Bakers out of the farming 
business. The additional $ i ,000 loan was granted. 

In the next twelve months the cattle market improved, and Baker fed 
the cattle to 1,000 pounds and paid off his entire line. As time passed, the 
Bakers continued to prosper and were able to purchase their own farm; 
they have become stable citizens of the community, comfortably fixed 
financially. 

Summary 

History: The borrowers were experienced and capable farmers. Mis- 
fortune over which they had no control caused their difficulties. 

Method of operation: Their income had always been adequate to pay 
their living expenses, which were conservative, and to accumulate some 
added property until Baker’s illness. 

Bank information: Entirely pleasant relationship over the years both 
in their account and in their borrowings. 

Financial information: When made, their loan was adequately secured, 
but with declining income and heavy expense, it deteriorated through no 
fault of Baker, 

Conclusion: The banker’s confidence in the borrower enabled him, 
through an additional loan, to liquidate a slow line. In addition, the bank 
was able to avoid “selling out” a good citizen as well as the stigma ac- 
companying such action. Indeed, the bank’s assistance developed many 
friends for the bank, as a result of Baker’s good standing in the com- 
munity and the wide attention his illness had attracted in the vicin- 
ity- 


Questions for Study 

1. Should a banker always sell the security pledged for a loan before 
the value of the security falls to a point where the bank may experience 

a loss? Is this always possible? Why? 

2. If a borrower is already in financial difficulties and unable to repaj 
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a bank loan, under what circumstances, if any, would you as a banker 
loan the borrower additional funds? 

}. Do you believe that the character of the borrott'cr is more or less 
important than his coDatcral? ^Vhy? 

4- Is it the responsxbilitj' of the banker to decline a request for a loan 
that is adequately secured by good collateral if he is reasonably certM 
that the particul^ enterprise mro which the monej* is to be put will not 
succeed? 


PERSONAL LOANS 

Small Loan for the Modernirallon of an Urban Home 

Mr. James Harland made application to his bank for a modernization 
loan of $i,6oo, uith which he planned to convert a large two*family 
residence into a four-family house at an expense under contract of 
53,200. He had cash in a savings account amounting to $i,6oo and wished 
to borrow $i,6oo to make up the full amount of the $3,200 that he needed. 

The bank was already holding a first mortgage of 56 ,ooo on the prop- 
erty, which had an estimated market value of 5 <9,000. Interest payments 
on the mortgage had always been paid on or before the due c^te. 

As soon as the application for the loan was received, an inspection was 
made of the property and the plans. Contracts in connection with the 
alterations were also carefully reviewed. The inspector reported chat the 
layout svas well planned and practical and that the cost of the alteration 
svas moderate. Harland suted that if he could secure the loan to make the 
alterations, he could rent the apartments to advantage. In fact, he had re- 
ceived written applications for Icaring three of the apartments as soon as 
they were ready. 

Based upon estimated costs and the further fact that Harland had been 
steadDy employed for twelve years as a bookkeeper in a prodoc* com- 
mission business with a present salary of $64)00 per annum, the banker 
made the $1,600 loan. The monc\’ was advanced when the alteration was 
completed with the understanding that repayment of $50 would be made 
monthly. 

On this particular modernization loan, repajTnents were nearly always 
u ell in advance and in no instance after the due date. The propertt' was 
fully rented, as had been antidpaced. The loan was paid in full according 
to termSj and the friendly relationship of the banker and the borrower 
was further strengthened. 
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Summary 

History: Mt. Harland was a thrifty individual, whose work record had 
been most conscientious and whose integrity was unquestioned. 

Method of operation: This venture was outside Harland’s regular em- 
ployment, but he possessed evidence indicating that it would be profit- 
able. 

Bank information: The borrower had a savings account in which he 
had regularly made deposits for many years. 

Financial information: The equity of the borrower in the property and 
the size of his salary justified the extension of the loan. 

Conclusion: The loan was made and repaid satisfactorily according to 
agreement. 

Questions for Study 

1. Is it ever good policy to make loans to individuals without a balance 
sheet or collateral? 

2. If the banker were satisfied with the collateral offered, would it be 
necessary to inquire about the purpose of a loan? Why? 

3. What factors would you consider in fixing the interest rate to be 
charged a borrower on a loan? 

4. Does the fact that a borrower wishes to use the funds outside his 
regular business ever merit consideration? 

5. What, if any, risk was there in this loan? 

Loan on Marketable Collateral 

Dr. James Flood, a successful dentist, had practiced for twelve years in 
a moderate-sized Indiana city. He contemplated the purchase of new 
dental equipment, costing $3,500, and asked his banker for a loan of this 
amount to enable him to pay cash. The balances in Dr. Flood s checking 
account had averaged in the neighborhood of $800 for several years. He 
owned $10,000 of good stocks, listed and actively traded in on the Nev 
York Stock Exchange. He did not wish, however, to sell any part of these 
securities. His income was $12,000 annually, and his losses from ba 
debts were less than 2 per cent annually. As collateral, he offered t c 
banker listed stock with a market value of $5,000 and explained that 
planned to retire the loan at the rate of $250 monthly. 
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Summary 

Histor\ Dr Flood had an established clientele and a successful record 
m his profession 

Method of operation His uork Mas done largeh on a cash basis Xow 
and then credit was necessary , hoMCver, to pnenis snth small incomes. 

Bank information Bank balances uerc satisfactory Ko loan had ever 
been sought previously 

Financial information Dr Flood s sccnnocs represented adequate col 
lateral The stock market could decline considerably, and the loan rvonld 
still be protected, particularly in \ieu of the mondilv patments. More 
over, he had 55 ooo m good unpledi;ed securities 

Conclusion. The banker granted the loan, making out the note for 
nineu da\s mth the understanding that renewals for the unpaid balance 
n ould be granted each mnen davs until the loan w as paii 


Questions for Study 

1 MTiat informanon would \ou wish regarding stocks offered as col- 
lateral to a loan Bonds 

s Is the matunt^ of a loan important if \ oo hare adequate collateral 

5 Consider the last three cascs-the Bakers’ loan, Mr Harland s loan, 
and the request of Dr Flood. To w hich w ould y ou give the low est inter 
est rate' ^Vhy * 

4, Do you chink there arc anv circumstances under which the banker 
might advise Dr Flood to sell his secunaes to obtam funds, rather than 
to borrow “ 


INDUSTRIAL AND COMMERCIAL LOANS 
Loan to a Manufacturer of Kitchen Utensils 

The Kitchen Company , Inc., a Tennessee corporation manafactunng 
small metal kitchen utensils, was organized about nven^ five years ago 
Its products were marketed through both cham stores and independent 
retailers The early history of the bosmess was somewhat turbulent be 
cause of a number of adi erse factors, among w hich w ere mediocre man 
agement and inadequate capital TTie management meurred heavy liabilines, 
the bulk of which represented indebtedness to the Johnson Corpo- 
ration, the pnnapal source of raw materials. The latter had been lenient 
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in its credit policy since the Kitchen Company, Inc., promised to become 
one of its important outlets. 

Matters ultimately reached the point, however, u-here the Johnson 
Corporation lost confidence in the ability of the management to develop 
operations soundly. A meeting of the creditors was called, and the affairs 
and prospects of the enterprise were carefully examined. Out of that 
conference an agreement was drawn up, whereby the creditors arranged 
to accept stock in lieu of their claims provided that a qualified executive, 
satisfactory to them, would be brought in and given complete control. 
The Johnson Corporation offered to purchase at a discount the claims of 
the few creditors who did not care to go along on this basis. With the 
net working capital thus augmented and the management problem ap- 
parently improved, the concern began to show progress almost immedi- 
ately, and operations were soon on a profitable basis. 

Over succeeding years cash dividends were paid regularly, and several 
increases were made in the outstanding capital stock through stock divi- 
dends. The progress was attributable in large part to the ability and ag- 
gressiveness of the new executive. By this time it was felt that the enter- 
prise might use additional banking facilities, and so about five years ago a 
change was made: the major portion of the account was transferred to a 
larger banking institution in St. Louis. The account had been solicited 
by a vice-president of this bank for several years through his friendship 
with the new executive. The banker was convinced of the desirability of 
the account, not only because of his respect for the ability and integrity 
of the managing head, but also because of his knowledge of the finan- 
cial progress over the years obtained from the reports of Dun & Brad- 
street, Inc. 

Loan Record— In year C, two years after the account was opened at 
the St. Louis bank, a $75,000 unsecured loan for ninety days was re- 
quested for current seasonal purposes. Upon reviewing the liistoty of the 
business and the splendid current position shown in the June 30, year 
C, balance sheet, the banker had had no hesitancy in making the credit 
available. The balance sheets for the immediately preceding years had 
likewise indicated satisfactor}’^ conditions. The loan was liquidated strictl} 
according to agreement. There were no further borrowings in years C 
or B. 

For the twelve months ending June 30, year A, an expansion in \ olume 
took place, and it became etddent that bank credit would be needed to 
carry'^ the expanding receivables and inventory'. Accordingly . the presi 
dent asked for a commitment of $150,000. The balance sheets for the 
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three-year period then appeared as shown on the comparative statement 
page of the bank credit folder (Figure 153) 

Financial Condition— The comparative financial condition disclosed by 
these three statements indicated handsome profits and the maintenance of 
a uniformly healthy condition of affairs Net profits for the fiscal year C 


Figure 153 Comparative Balance Sheets for the Kitchen 
Company, Inc (for years ended June 30, ip— ) 
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146.000 171.000 197.000 
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Net Working Capital 
Current RaUo 


$211,000 $259 000 
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Tangible Net Wurth 


$460 000 $521 000 $539,000 


Net Sales 
Net Profits 
Dividends 


$875,000 

240,000 
125 000 


$693,000 

210,000 
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$772 000 

198,000 
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represented 52 per cent on the tangible net worth and for year A, 367 
per cent A substantial portion of the profits had been paid out m divi 
dends during each of the three years, but at the same time an exceptionally 
liquid condition had been maintamed Current liabilities on each of the 
three statement dates were low, and the depreciated value of fixed assets 
was m satisfactory proportion to the combined capital and surplus funds 
Receivables and merchandise u ere likewise in satisfactory proportions 
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Summary 

History: The early history of the corporation had been distinctly 
unfavorable, but with a change in management, an immediate improve- 
ment took place. 

Method of operation; The concern manufactured small kitchen utensils 
which were sold through retail outlets. After the change in management 
its sales rose to substantial proportions. 

Bank and trade information; The limited experience of the bank prior 
to the extension of credit had been satisfactor}'. The trade information 
and the reports of Dun & Bradstreet, Inc., had been complimentar)- during 
recent years. 

Financial information; The banker felt that the balance sheets fully 
warranted the credit requested. Cash alone in years C and B v^as in excess 
of the total liabilities, and in year A the total of cash and United States 
Government securities exceeded all of the liabilities. 

Conclusion: The loan was granted on an unsecured basis with the 
understanding that it would be liquidated periodically and that com- 
mensurate balances of 15 to 20 per cent of the line would be main- 
tained. 

Questions for Study 

1. Should the Johnson Corporation, as a substantial stockholder, have 
been required to guarantee the credit in year C? 

2. Under what circumstances would an outside endorsement or guar- 
anty be warranted? 

3. In judging the enterprise as a credit risk, should any consideration 
be given to its early history, or should this unfavorable record be disre- 
garded in favor of its successful operations following the change in man- 
agement? 

4. Why are “commensurate balances” ordinarily desired by a bank 
making available a line of credit? 

5. Let us assume the Johnson Corporation owns 40 per cent of the 
capital stock of the Kitchen Company, Inc. Would you classif} the con 
cem as a subsidiary or an affiliate, or attach no significance to the stock 
ownership? 

6. Was a line of $150,000 excessive in relation to net working capital 
or tangible net worth? 
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Loan to a Highway Construction Company 

The Highuav Construcaon Companv, Inc, located m Middleboro, a 
large citj m Ohio was incorporated m 1923 succeeding an individual 
business which had been conducted bj P T Meintvre for six jears At 
the time of the incorporation Mr Mclncv rc sold a substantial interest to 
his son in law , W ^ Larson a construction engmeer, and fit e ) ears 
later retired from active participation in the business 
The enterprise specialized in highuat and street construction, operat 
mg a w ell-eqmpped asphalt plant in \bdd!eboro, and maintaining a com 
plete line of road construction and mamtenance equipment. Most of the 
roads in this section of the stare had been pa\ ed or hard-surfaced fifteen 
to twenty years pretiousl), so that for a number of jears the onl) work 
arailable to contractors consisted of resurfaang and widening of which, 
how ever, there continued to be a considerable amount. 

Loan Record—The concern opened an account with the Middleboro 
National Bank and Trust Company earl) m year B Borrowings reached 
$^000 m )ear B and $25000 m )ear A Satisfactory balances had been 
maintained Loans had been made for comparam el) short penods and 
had been reared promptly Borrowings had been on an unsecured basis, 
but had been guaranteed b) Messrs Meint) re and Larson 
In, March Mr Larson called on his banker with his balance sheet as of 
December 31, )ear A and sought a line of S35 000 for the current )ear 
with provision for an addiaona! $15 000 for a temporary period, if needed 
The balance sheet had been prepared b) his ow n bookkeeper He stated 
that the business w as confining its aenvity to Federal and state contracts 
exclusivel), and chat anj borrowed funds would be used for working 
capital purposes pnncipall) labor matenais, and freight, as no addmons 
to equipment or other fixed assets w ere needed 
Mr Tajlor, the vice president of the bank who handled the account, 
had called at the plant and inspected jobs in process from ame to time. 
He had satisfied himself regarding the adequacj of the eqmpment, the 
physical properties, and the quality of the work The bookkeeping and 
accounnng methods had been penodicall) examined b) a member of the 
bank’s credit department and had been found saosfactory A recent Dun 
and Bradstreet report m the file and checkings with trade creditors, com 
pleted bj the credit department within the last sixt) day s, indicated that 
current invoices w ere bemg discounted or paid promptl) 

The credit department had also checked with boning companies that 
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had executed construction bonds for the corporation, and had been as- 
sured that, in consideration of their favorable experience, the bonding 
companies would certainly continue to solicit the account. The credft 
examiner for the Department of Highways, State of Ohio, had rccentlv 
replied to an inquiry that the concern’s work and methods of payment 
had been entirely satisfactoiyq and that they felt that sufficient current 
assets were available to enable the enterprise to handle any contract of 


Figure 154 
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- 
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Accounts Payable 

28,000 
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7,700 

Accrued Liabilities 
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1,100 

Current Liabilities 

$ 28,400 

$ 12,900 

$ 8,800 

Capital Stock 

50 CO? 

50,000 

50,000 

Stirplus 

48,900 

36.900 

44,900 

Total Liabilities 

$127,300 

$ 99.800 

$103,700 

Net Workinj; Capital 

$ 43,000 

$ 17,600 

$ 26,000 

Current Ratio 

2.52 

2.36 

3.95 

Tangible Net Worth 

$ 98,900 

$ 86,900 

$ 94,900 


reasonable amount. In conversations with other contractors, the local 
city service director, and county officials, jMr. Taylor had further con- 
firmed his favorable impressions of the management. 

Year-end balance sheets and profit and loss statements for thfe years C, 
B, and A inclusive, as set up on the bank credit departments comparathe 
form, and operating figures for the three annual periods are shown in 
Figures 154 and 155. The losses sustained two and three years ago were 
the only losses in the history of the corporation since its incepnon. The 
loss of $12,900 in year C, in spite of a substantial volume of business, had 
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been explained by Mr Larson as resulting from a combination of cir- 
cumstances Competition for available business had been exceedmgly keen 
at that time, and it had been necessary to figure very closely in order to 
obtain business This unsatisfactory profit situation was recognized fully, 
but It had been considered desirable to accept such business at the time 
in order to absorb the overhead and keep the organization intact The 
salaries paid Messrs Larson and Mclntjre had been excessive in view of 


Figure 1 55 Profit and Loss Accounts for Highway Construc- 
tion Company, Inc (for years ended December 5/, i^~) 
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the operating situation, but had been mamtained to enable them to liqui- 
date pressing personal liabihtics Expenses had been somewhat higher than 
anticipated because of unfavorable weather, resulting in a delay in the 
completion of several projects until well into the winter, with a resultant 
increase in operating costs 

The prinapal factor responsible for the loss of $12,000 m the year B 
was the decline in annual volume to $48,900 Realizing that the prospect 
of securing any adequate volume m that year was extremely problematic, 
Mr Larson had concentrated on reducmg overhead expenses and on over- 
hauling and repairing equipment In spite of a comparatively negligible 
amount of construction work, the gross profit margin had increased 
percentage-wise, and officers’ salaries and other administrative expenses 
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had been reduced, limiting losses to an amount slightly below that of the 
preceding year. 

Improved conditions reflected a substantial increase in volume from 
$48,900 to $253,900 and resulted in a satisfactory final profit and increase 
in surplus of S8,ooo in the last fiscal year. Mr. McIntyre had been re- 
moved from the payroll two years before, and ever^r effort had been 
made to limit overhead and administrative expenses. Total administrative 
expenses of $19,800 for year A were only $400 greater than during the 
preceding year. ^ 

Discussion of the balance sheet for year A brought out the fact that re- 
ceivables of $16,700 included $14,000 retained by the State of Ohio until 
the spring inspection of the last job. The remainder, amounting to $2,700, 
was due from a county in northeastern Ohio and represented a balance 
owed on work performed two years previously, which, according to 
agreement, would be liquidated within eleven months from the date of 
the balance sheet. Securities of $3,000 consisted of special assessment 
bonds with a par value of $4,500 and were carried at market value. 

Receivables from stockholders of $12,200 had increased $700 during 
the year. Mr. Larson explained, however, that he and Mr. McIntyre, to 
whom the advances had been made, had reduced their indebtedness 
$3,000, and that the increase was the result of the fact that Mr. McIn- 
tyre had assumed $3,700 advanced to another company in which he was 
interested. This advance had appeared in the balance sheet for year B 
under the caption “Due from Affiliate.” 

The banker realized that a line of $50,000 was very liberal in proponion 
to the net working capital of the corporation. His own experience, how- 
ever, had convinced him that Mr. Larson was a careful and consen'ative 


operator and that his estimates had been unusually accurate. A consider- 
able amount of highway repair was to be expected as the result of Federal 
and state programs, and prospects of obtaining sufficient work on a 
profitable basis appeared favorable. As any credit extended would be 
employed in financing Federal and state projects, the concern would not 
be forced to carry receivables over an indefinite period. Payment could 
be expected within a short time after the completion of its job, and the 


possibility of credit losses was obviously negligible. 

Recognizing the existence of keen competition, the hazards of un- 
favorable weather— particularly in the late fall months when remaining 
contracts would have to be pushed to completion— and the rather limited 
amount of working capital at the company’s disposal, Mr. Taylor net er 
theless believed that with an established reputation and exceptional!} a e 
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minagcment, the concern as entitled to a somc« hat larger line of credit 
than w ould perhaps be v, arranted m ordinary arcumstanccs Should the 
concern be unable to secure sufncieot \o!uinc to operate profitably, no 
credit accommodation v ould be needed, and the bne ould not be used 


Summary 

History The business had an established reputation and had been com- 
petently managed 

Method of operation The management had shown its abihtj' to adjust 
Itself to a rclatit cly small t olume Prospects of additional v olume w ere 
good Contracts were accepted only from Federal and state gosemments 

Bank and trade mformation Satisfactory bank balances had been 
earned, and previous loans had been retired promptly Trade creditors 
reported that payments had been made promptly or discounted Bonding 
companies reported sansfactory cxpcnence and would continue executing 
construction bonds The state highway department report was favorable 

Financial information The net working capital was modest m relation 
to the credit desired Expanding t olume on a profitable basis should in- 
crease working capital No new equipment was needed Operating ex- 
penses had been reduced 

Conclusion The banket agreed to extend a credit commitment up to 
550,000, to be guaranteed by Messrs Mclnrtre and Larson, and with the 
understanding that he resened the pnvilcge of analyTung the perform- 
ance and prospects of the business at inten als during the y ear, particularly 
w hen any sizable projects w ere under contemplation 

Questions for Study 

1 W^y IS the abilit\ of the management of the Highway Construction 
Company, Inc, a pamcularlv important factor m the consideration of 
the bne of credit requested* 

2 Arc the explanations for the losses meurred m y cars C and B logicaP 

3 Would a line of $50000 normally be considered excessive m com- 
parison to (1) net workmg capital and (2) tangible net worth" What 
factors influenced the loaning officer to approie a commitment of this 
size’ Qiuld such a commitment safely be extended to a building con 
tractor’ Why% or why’ not’ 

4. k\Tiy would It be desirable to ha\e the credit guaranteed byr Mr 
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Larson even though he might have no assets of importance aside from his 
interest in the Highway Construction Company, Inc.? 


Loan to a Box Lumber Manufacturer 

The Box Lumber Company, Inc., a California corporation, has had its 
headquarters at Bytown in northern California since its organization in 
1919. The company owned one hundred acres of land within the town 
limits, improved with a sawmill, box factory, planing mill, dry kilns, and 
a lumber yard. The sawmill had a capacity of 175,000 feet of lumber for 
each eight-hour shift and produced annually an average of 120,000,000 
feet of lumber. The machinery and equipment were modern. The prop- 
erty was provided with spur tracks, giving direct access to the Southern 
Pacific and the Great Northern railroads. 

From its own timberlands and from government timber leases, a sup- 
ply of timber sufficient for fifteen years or more was available. This tim- 
ber compared favorably with the average in the district. The lumber pro- 
duced in the mill ran 35 per cent number rtvo shop, or better, and 65 per 
cent box lumber. The lower grades were used mostly for box shook, of 
which this concern was the largest manufacturer in its territoty. Most of 
the upper grades of lumber were kiln-dried, which took about five days 
against the forty-five to sixty days required to dry one-inch lumber in the 
air. 

Mr. B. A. Wood, the president and general manager, had spent most 
of his life in the lumber business. He was considered capable and stood 
well among his competitors as a sawmill operator. He had developed an 
excellent administrative staff, so that the concern was not a one-man or- 
ganization. 

A bank in a neighboring large city had had the main account since the 
organization of the business. Balances had been satisfactoty undl year C, 
when they began to run a little low. 

Up to five years ago the business operated successfully and had built 
up a healthy surplus from earnings after dividends. At that time a block 
of timber (approximately 800,000,000 feet) was purchased at a price 
somewhat in excess of $2,600,000. As part payment, $550,000 of 7 per 
cent cumulative preferred stock was given, the stock to be redeemed at 
the rate of $110,000 per year beginning six years later. Timber purchase 
serial notes were given in payment of the balance of the obliganon, to be 
retired at the rate of $250,000 per annum, plus 7 per cent interest on the 
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unpaid balance This purchase entailed hearv expenditures for the con 
stniction of a logging railroad to bring out the amber The construenon 
of the railroad uas partly financed b\ a mortgage on the road itself One 
\ car later, the cam mg charges on Jicsc new obliganons, plus the effect 
of a depression, reduced the net proffts to $*2,127 conipared to $140,000 
for the prcccdmg 5 car 

Balance sheets for the ^ears E to A inclusne, in Figure 156, show the 


Figure 156 Comparaate Balance Sheets for Box Lumber Compant, 
Evnown, Cabfomia (for years erded December jr, t^) 
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downward trend of the business over the five jear penod. Sales fell off 
from }car to jear and for jcar B amounted to onl^ $830000, 345 per 
cent of the sales handled in ) car E. As a result of the decreased sales and 
heaxn annual interest pas ments on the omber purchase semi notes, losses 
were assumed in each of the four y ears from D to A. These losses and 
the annual pa}*ments of $250000 on the omber purchase notes brought 
about a shnnlagc in the current assets, so that the net worlimg capital 
m \ear C was onl\ $^6 898 compared to $5^0 706 m jear E. This was an 
impossible situanon 

In y ear B evcix possible item of expense w as cut to the bone. Even 
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then a loss of $59,710 was sustained. A piece of property and a sawmill 
not in use were sold for cash. These funds brought about a much-needed 
but only moderate increase in net working capital from $56898 to 
$170,835. Matters looked pretty hopeless. The value of the fixed assets, 
consisting of real estate, timberlands, plant, and equipment, was 80 per 
cent in excess of the tangible net worth, and the net working capital was 
only 8.5 per cent as large as the aggregate of the three issuw of funded 
liabilities. 

As a result of the substantial losses, the corporation had become a 
steady borrower at its bank. In year B the bank debt had been reduced 
from $100,000 to $50,000. The concern was unable to liquidate this loan 
as agreed, and Mr. Raymond, vice-president of the bank who had handled 
the loan, urged that steps be taken to obtain an easement of the conditions 
of payment in the timber purchase contract as the only possible means 
of improving the situation. Negotiations along these lines were com- 
menced, but were not concluded until June, year A, when a new timber 
contract was arranged. Under this new contract the $550,000 of 7 per cent 
cumulative preferred stock held by the timber vendors was returned for 
cancellation. That amount was added to the unpaid balance due under a 
new contract, and the entire liability for the timber purchase, now 
amounting to $2,139,609, was made payable at the rate of $3.50 per thou- 
sand feet of timber cut. Simultaneously the interest was reduced from 
7 to 3 per cent per annum. 

General conditions in the lumber business during year A were unfavor- 
able, and a substantial loss of $165,250 resulted, almost three times as large 
as the net loss assumed in the preceding year. The volume of sales was 
still too small to carry the overhead and the revamped fixed charges. In 
October, year A, the bank made a formal demand for payment of its 
loans, still amounting to $50,000. The president of the corporation pleaded 
for additional time, claiming that to repay the loan would necessitate 
closing down the plant and liquidating the inventory under pressure, 
probably to the ruination of the business. Under such a situation it would 
be impossible to pay the interest on the outstanding $195,000 first mort- 
gage bonds and $419,700 notes secured by the railroad and rolling stock, 
both of which would then fall due in accordance with the acceleration 
clauses in the indentures covering these mortgages. After further consid- 
eration, an extension of ninety days was granted. 

In February, following the end of year A, evidence was produced 
showing the holders of the timber purchase contract that the terms u ere 
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Still too onerous for the corporation to meet If the corporation were held 
to the contraa, the onlj result would be banlvniptcy It was suggested 
that the deal be canceled, that the holders of the amber purchase serial 
notes take back the amberlands, and that the Box Lumber Company, ln<x, 
enter into a timber-cutang contract, which would be less burdensome 
This was finally agreed The bank was now advised that the revision of 
the amber contract w as assured 

On the strength of these actual and prospecave improvements, the 
corporanon now made application for a loan of $125,000 on its plain note, 
of which $75,000 would be used for seasonal operauons and $50,000 to 
renew the exisnng loan The vice-president of the bank proceeded to 
analyze the figures for } ear A more carefully and requested informauon 
about a number of the items on the balance sheet He receiv cd the fol- 
low^ng explanaaons 


COMMENTS ON STATEMENT OF DECEMBER 31, YEAR A 
Notes Receivable $ 12,007 

These were current items, mostlj trade acceptances, given 
for box shook and lumber TTic makers were responsible 
concerns and the paper could be valued at face 
Accounts Receivable 741^29 

All doubtful Items had been deducted 

Investments 37 i 93 y 

Stocks in two selling organizations which were owned b} 
mills m Northern Olifomia The real value was nominal 
Sundry Accounts Receiv able 85<554 

Stumpage advance $15,000 

Due for equipment sold 10,190 

Slow and doubtful accounts 60,364 

The last Item includes about $50,000 due from one lumber 
dealer who found himself m difficulties in ^ear B At least 
fifty per cent recovery was expected The other accounts 
included m the total were the accumulanon of the past few 
years and of doubtful v aluc 

Accounts Pa) able 48,896 

These items arose from current operations and were being 
settled in thirty to mnet) da) s A shortage of cash had made 
It impossible to take adv antage of discounts. 

Taxes 90,700 


Arrears w hich had accumulated m the past three v ears on 
real estate and personal propertv Recent stare enactments 
permitted these arrears to be paid m ten annual mstal 
ments, provided current taxes were being paid 
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Other Liabilities 

Of this sum $90,000 represented notes payable given for 
timber and logs and $27,869 trade acceptances for logs. 

First Mortgage Bonds 

Secured by a first mortgage on the plant and equipment. 

Mortgage Notes on Railroad 

Part of these notes were held by the construction company 
which put through the railroad, part by the corporation 
which had supplied the rolling stock, and part by concerns 
that wanted to be sure that they would get certain freight 
business. 

Timber Purchase Serial Notes 

This contract was in process of cancellation as already 
explained, which would remove the liability as well as the 
interest on the obligation. 


117,869 


195,000 

419,700 


$2,139,609 


After four very unprofitable years the concern now found itself in an 
extremely weak current position, but with business showing some im- 
provement. Sales in year A were roughly 20 per cent above year B, and 
present indications were that both prices and demand v'ere on the up- 
grade. Building was increasing noticeably on the Pacific Coast. 

Under improved conditions it tvould probably take two years to put 
the business back on a profitable basis and considerably more time to 
show any real improvement in the net working capital. Furthermore, as 
sales increased, the difficulty of financing the business would be greater. 
If the outstanding $50,000 loan was not to be renewed, there was only 
one way to collect in the near future. As the enterprise had no other 
source of bank credit available, operations would need to be shut dowm 
completely, and the assets liquidated for whatever price they would bring. 

The banker had made a careful study of this involved situation. The 
management was conscientious and sincere. Their troubles had been 
brought on by ambition which had led to overexpansion. That situation 
was now largely corrected, but the financial condition of the business 
was extremely weak. 


Summary 

History: This business had been incorporated in 1919 and had operated 

successfully up to about five years ago. 

Method of operation; The concern operated a sawmill, box factory, 
planing mill, dry kilns, and a lumber yard. It also had extensn e lo m^, 
of timberland which were being paid for from one year to anot le 
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Bank and trade information There had been no unfavorable expen 
ences up to five years ago Since then bank loans had been steady, and 
trade payments had been made irregularly 
Financial Information At the time of the request for credit based on 
the balance sheet for year A, the net working capital had shown a marked 
decline However, the new arrangements for canceling the burdensome 
timber purchase contract agreement made a substantial change in the 
prospects for the concern 

Conclusion The banker decided to grant the application for additional 
credit but only if adequate security were provided This would mean the 
establishment of a field warehouse at the plant through the agency of one 
of the local warehouse companies Loans would be made at the rate of 
$io per thousand feet of lumber, which would have to run at least 35 
per cent number two shop or better, warehouse receipts to be given as 
security Releases would be granted on payment only, at the same rate 
of $10 per thousand feet of lumber 


Questions for Study 

X In view of the record of the corporation, do you believe the bank 
was justified in granting the credit^ Why' 

2 Would you criticize the dividend policy^ 

3 Are there any ratios in the comparative balance sheets that you con- 
sider poor’ 

4 What particular hazards might confront this industry’ 

5 Is there any other way in which the loaning officer might have safe- 
guarded his bank when he agreed to extend the credit on a secured 
basis’ 

6 Could the field warehouse be operated by the lumber company’ 
Explain fully 


loan to a Department Store 

The Stator Department Store, Inc , was incorporated m 1900 under the 
laws of the State of Idaho with a paid in capital of $220,000 Until about 
four years ago the earning record had been excellent The board of 
directors, however, had followed the policy of distributing a high per- 
centage of the annual net income as dividends In year C, following an 
operating loss, the payment of dividends was discontinued, and after 
almost as large a loss m year B, a change was made in the active manage- 
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ment. In year B, a readjustment in the capital structure was made the 
par value of the stock being reduced from Sioo to S50 and the difference 
of $2,935,850 added to the surplus account to prevent a deficit. 

For several years up to and including year A, the credit requirements 
of the business had been obtained partly from uvo depositories in central 
reserve cities and partly in the commercial paper market. During year A, 
the commercial paper broker handling the account indicated that, in view 
of the heavy losses for the two preceding years, he did not feel he would 
be able to resell the notes. In this situation the president of the corpora- 
tion turned to a local depository bank to arrange for an additional line of 
credit. 

The bank was well acquainted with the business as an important local 
enterprise and also through the purchase of its notes in the open market. 
As a consequence, when the request for a line of credit was received, its 
credit file was practically up to date. Trade information compiled by 
Dun & Bradstreet, Inc., at periodic intervals had disclosed the fact that 
invoices had been discounted or paid promptly for many years. A desir- 
able account with balances averaging around $50,000 had been maintained 
for several years, so a request was made for an unsecured line of that 
bank’s legal limit, which was $250,000. 

The vice-president of the bank had received financial statements from 
the commercial paper broker over the years, but on the request for the 
unsecured line of credit, he asked for complete audit reports covering 
the last four fiscal periods. On receipt of these reports, the preceding 
condensed comparative balance sheets (Figure 157) were posted for the 
years D to A, inclusive, on the bank’s statement blank. 

The banker then proceeded to study these figures. Operations had re- 
sulted in substantial losses in years C and B and a moderate loss of $5,179 
in year A. In fact, operations for year A indicated a noticeable trend for 
the better. In spite of the losses of these three years, the financial state- 
ment as of December 31, year A, showed a healthy relationship between 
current assets and current liabilities. The current assets were $3,930,457, 
and the current liabilities only $747,950. 

Like many department stores, this corporation was handling a large 
charge account business. The accounts receivable had decreased from 
$1,665,076 to $902,275 between years D and A, but at the same time 
instalment contracts receivable had increased from $85,296 to $193,978. 
Both items were of considerable importance on December 31, } ear . 
The auditors reported the following schedule of accounts receiva 
stated that all bad and doubtful accounts had been charged ofit. 
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The instalment sales had developed largely in recent years and a very 
small proportion represented accounts on which no paVnients had been 
made for sixty days. 

The inventory was valued at cost, which was below market. It had 
fluctuated considerably over the four-year period and at the end of year 
A amounted to §2,556,043. When compared with the net sales of 
§4,816,732 for year A, the inventory was certainly heavy. Whereas the 
typical midwestern department store had an inventory that was only 
one quarter or one third as large as the annual net sales, here the inventory 
was more than 50 per cent of the net sales. This low turnover undoubtcdl'v 
was one of the fundamental reasons for the operating losses. 

The liabilities, however, were moderate. Fixed assets were free from 
mortgage debt and valued at cost, less depreciation to date, at rates used 
for Federal income tax purposes. The assessed value was within 80 per 
cent of the carrying value. Adequate insurance was carried on mer- 
chandise and fixed assets. 

As soon as the request for the line of credit was made, inquiries were 
mailed to the two out-of-town depositories. The replies indicated that 
each bank was granting an unsecured line of §500,000 and borrowings 
were customarily liquidated each year. Half of each line was in current 
use. Relations had been most satisfactory’' over the years. 

Department store sales were on the increase in the territory that this 
store served, and the outlook for the immediate future was brightening. 

Summary 

History: The concern had had a long and successful earning record 
except for the last three years. 

Method of operation: The business was carried on as a typical retail 
department store, such as one finds in any city of one hundred thousand 
or over. A substantial charge account business and growing instalment 
sales were being handled. 

Bank and trade information: All reports were favorable. 

Financial information: The current condition was satisfactoty and the 
net working capital more than adequate for the line of credit requested. 
There was no funded debt. 

Conclusion: The unsecured line of credit for $250,000 vas grance 
It is interesting to note that in the first six months of the current } car 
(following the close of year A), the bank debt was paid off and a 
profit of §130,000 earned. Sales were considerably ahead of the volume 
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for the first six months of > car A At the same time the inventory was 
reduced to $1,960000 Apparently the new management realized its 
problems and had made headway in solving them 


Questions for Study 

1 Would you include receivables from officers and employees m the 
current assets^ 

2 Work out at least four ratios for each of the four years, and com- 
ment on the trends indicated 

3 How large a line of unsecured credit would you grant to this con- 
cem^ Give reasons for your answer 

4 What do you think are the pnnapal problems which confront the 
management of a department store and about which the banker should 
be informed’ 

5 If the capital stock m this corporation were held by the members of 
one family, would you as a banker require guarantees by the principal 
owners on any loans made to the concern’ Why’ 

Workout of a Wholesale Grocery Company Loan 

J D Gray Wholesale Grocery Co , Inc had its inception on the Pacific 
Coast in 1890 Control had remained continuously m the hands of the 
same family In its early years the business enjoyed a rapid growth, but 
about se\ entccn y ears ago, when the tangible net worth had increased to 
$1,750000, operations reached a point of stagnation with the result that 
for the ensuing ten years dividends m excess of earnings resulted m a 
gradual reduction in tangible net worth to $1,470000 

Banking relations ever since the organization of the enterprise had been 
maintained with one institution, where unsecured loans for as much as 
$600,000 had been made during widely separated years for seasonal needs 
About SIX y ears ago, y ear F, after the company had been out of the bank’s 
debt for two years, it made a request for unsecured credit w hich might 
run to S500 000 In view of the nature of the relationship, which had not 
involved borrowing for two years, the bankers had not carefully followed 
the current trend of the business Based on an analysis of the December 
31, year G, balance sheet, the attractive balances, the favorable reputation 
of the management, and the pleasant relations over many years, the credit 
was made available, but with the understanding that a defimte open com 
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mitment would be decided only after receipt and analysis of the fimircs 
covering operations for the full year F. 

The December 31, year F, figures were received early the following 
February. A digest of the figures for both years G and F was then made 
on the bank’s comparative statement form (see Figure 158) 


Figure 158 Comparative Balance Sheets for J. D. Gray 
Wholesale Grocery Co., Inc. 



(G) 

Seven Years 
Ago 

(E) 

Six Years 
Ago 

(E) 

Fi%e Years 
Ago 

ASSETS 

Dec. 31 

Dec. 31 

Sept. 30 

Cash 

Accounts Receivable 

Inventory 

$ 160,584 

493,438 
1.015,970 

$ 103,152 

538,526 
1.116,470 

$ 40,050 

296,742 
1,160,076 

Current Assets 

Fixed Assets 

Slow Receivables 

Other Assets 

$1,669,992 

140,600 

197.106 

$1,758,148 

146,882 

233,382 

$1,496,868 

313,652 

289.098 

70,354 

Total Assets 

$2,007,698 

$2,138,412 

$2,169,872 

LIABILITIES 




Notes Payable 

Accounts Payable 

$ Z90,000 

119,500 

$ 490,000 
129,760 

$ 440,000 

308,218 

Current Liabilities 

Common Stock 

Surplus 

$ 409.500 

1,000,000 
598,198 

$ 619,760 

1,000.000 
518,652 

$ 748,218 

1,000.000 
421,654 

Total Liabilities 

$2,007,698 

$2,138,412 

$2,169,872 

Net Working Capital 

$1,260,492 

$1,138,388 

$ 748,650 

Current Ratio 

4.07 

2.83 

2.00 

Tangible Net Worth 

$1,598,198 

$1,518,652 

$1,421,654 

Net Sales 

Net Profits 

Dividends 

$3,388,000 

21,654 

60,000 

$3,604,000 

19,546L 

60,000 

$2,804,000 

51.998L 

45.000 


On the basis of the net sales of $3,604,000 for year F, the accounts 
receivable showed an average collection period of fifty-three days com- 
pared with net selling terms of 2 per cent discount in ten days, net thirty 
days. The receivables apparently were somewhat out of line. The inven- 
tory was turning over at the rate of about three times per year, as com- 
pared with an average of approximately six rimes for other important 
grocery wholesalers in the same part of the country. The president 
ascribed this situation to intense competition from chain stores, which 
was said to be forcing wholesalers to be more lenient in their collection 
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policies so that independent retail grocers could compete and cart) larger 
stocks for their retail customers 

To counteract this movement, the management had begun to invest m 
Its own retail outlets It became apparent in the latter half of year E that 
somewhat over $150,000 of the $500,000 loan the bank had extended was 
being used for this purpose When the vice president of the bank who 
was handling the loan learned of this situation, he immediately raised the 
question of whether the management as qualified to operate successfully 
in this new field 

Between years G and F a moderate reduction had taken place in both 
the net working capital and the tangible net worth The shrinkage m 
these Items was occasioned by the net operating loss of $19,546 dunng 
year F and the pay ment of di\ idends of $60,000 our of surplus The unsat- 
isfactory trend was so apparent that reports of credit agencies issued in 
year E criticized the concern for its low inientory tumoier and its in- 
ability to show progress Although liabilities were moderate and the bank 
had adequate protection for its loan, the banker was not satisfied with 
the situation He requested that a complete independent audit be prepared 
as of September 30, year E, so that he would know the exact financial 
condition This audit revealed unimpressive figures, which are posted m 
the third column ici Figure 158 

These figures revealed a net loss of $51,998 for the first nine months 
of the year compared with a loss of $19,546 for the full previous year, a 
further increase m the inventory, continued dividend disbursements out 
of surplus, and an expansion in fixed assets from $146,882 to $313,552 An 
aging of the receivables showed substantially more slow accounts than 
seemed to be the case by detemiining the average collection period 

These generally unsatisfactory trends led the banker to dcade to place 
the loan on a liquidating basis In January, year D, he requested that no 
further dividends be paid and that monthly financial statements be sub- 
mitted to him so that he cou^d fohow the condmon of the business more 
closely The management understood the cnticism and the banker’s point 
of view, but at the same time the president expressed the hope that it 
might be possible to improve the condmon of the business by moving 
more activ^ely into the chain store field 

Borrowmgs had been steady throughout year E and at the opening of 
year D amounted to $490,000 During the first half of year E the banker 
had held several discussions with the management for the purpose of 
obtaining full information regarding the financial condmon of the corpo- 
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ration in order to determine what steps should be taken to liquidate the 
note. When the December 31, year E, balance sheet was issued, it showed 
some improvement over the figures that had been issued three months 
previously. The cash position was nominal, but the inventon^ had been 
reduced and accounts payable paid down substantially. The profit during 
the last three months of the year had almost wiped out the loss of the 
first nine months. 


Figure 159 Comparative Balance Sheets for J. D. Gray 
Wholesale Grocery Co., Inc. (years ended December 31, 1^-) 



(E) 

(D) 


(C) 


Five Years 

Four Years 

Three Years 


Ago 

Ago 


.Ago 

ASSETS 





Cash 

$ 2.062 

$ 22,868 

$ 

61,462 

Accounts Receivable 

443,182 

331,572 


173,872 

Inventory 

872,866 

517,498 


481.412 

Current Assets 

$1,318,110 

$ 871,938 

$ 

716,746 

Fixed Assets 

493,468 

597,942 


283,992 

Slow Receivables 

178,480 

134,790 


129,484 

Other Assets 

- 

. 


13,514 

Total Assets 

$1,990,058 

$1,604,670 

$1,143,736 

LIABILITIES 





Notes Payable 

$ 440,000 

$ 150,000 

$ 

- 

Accounts Payable 

79,050 

70,784 



57,408 

Current Liabilities 

$ 519,050 

$ 220,784 

$ 

57,403 

Common Stock 

1,000,000 

1,000,000 

1 

,000,000 

Surplus 

471,008 

383,886 



86,328 

Total Liabilities 

$1,990,056 

$1,604,670 


,143,736 

Net Working Capital 

$ 799,060 

$ 651,154 

$ 

659,336 

Current Ratio 

2.53 

3.94 


12.48 

Tangible Net Worth 

$1,471,008 

$1,383,886 

$1,085,328 

Net Sales 

$3,158,000 

$2,056,000 


- 

Net Profits 

2,644L 

72,122L 


• 

Dividends 

45,000 

15,000 


• 


Despite this improvement during the last three months of the 
vice-president of the bank was desirous of retiring the credit and insisted 
that dividends be discontinued as of July i, year D. With the manage 
ment he worked out a program of gradual liquidation, deciding to require 
a minimum monthly payment of Szo,ooo. It was obvious that before ong 
this schedule would force the concern to liquidate either the wholesale 
or the retail division of the business. By the middle of year D the co 
owned fifty-six retail store units, which had brought about an incr 
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fixed assets of $451,060 within a two year period and a consequent steady 
and noticeable reduction in the net working capital 

Shortly after being advised of the bank's decision the management de- 
termined to reduce the wholesale end of the business and to liquidate its 
stores m the retail field 

Between the early part of year D and October, year C, a period of 
about twenty months, the complete liquidation of the indebtedness to the 
bank was accomplished by regular monthly payments This program was 
accomplished, first, through the reduction of the excessive inventory and 
extended receivables, and, later, through the gradual liquidation of the 
retail stores This process eventually freed an investment of about $600,000 
to apply on the Iiabihties Only the speaalty foods business was continued 
in the wholesale field 

In the three years following the successful workout of the bank’s loan, 
the management continued the process of gradual liquidation The retail 
umts continued to be sold one or two at a time at less than carrying 
values, until they were completely eliminated This process of course, 
caused a steady reduction in the net worth of the organization and meant 
unprofitable operations 

At present the business is confined to the wholesaling of specialty food 
Items, 3 field in which operations have been moderately expanded On a 
much reduced scale the financial condition of the corporation is again 
strong, and the original owners continue to operate in a field that was 
originally a side line The advances by the bank to the concern are now 
confined to relatively small unsecured amounts for short periods, all of 
which have been handled satisfactorily 

Summary 

History The business had a long record of growth, but about seven 
teen years ago it seemed to reach a point of stagnation 

Method of operation It operated as a service wholesale grocery When 
competition arose from chain stores, the management established an in- 
creasing number of its own retail outlets without realizing its own jnex- 
penence in this field 

Bank and trade information Bank and trade relations were favorable 
up to the time the concern went into retail operations Then borrowings 
became somewhat steady 

Financial information Dividends were continued m spite of unprofit- 
able operations The balance sheet on which credit was extended reflected 
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only a fairly satisfactory condition. The slow turnover of inventor\' 
extended receivables, and additional investment in retail outlets made’it 
somewhat difficult to liquidate the loan. 

Conclusion: The banker granted the request for credit, a large portion 
of which later went into new retail outlets. The loan was repaid only by 
working out a program with the management calling for monthly pay- 
ments. 


Questions for Study 

1. Did the banker make the proper study of this request for credit 
before it was granted? Why? 

2. Was the amount of credit requested excessive? 

3. What dangers confronted the business in its expansion program? 

4. Assume you were the active manager of this corporation. What 
policies would you have established regarding the payment of dividends? 

Loan Based upon Interim Statements 

Often small companies do not furnish financial statements prepared by 
outside accountants; their figures are usually prepared by their own book- 
keeper. The case of the Ace Baking Company illustrates the fallacy of 
granting credit based upon such interim statements without thoroughly 
analyzing the various accounts and taking into consideration adjustments 
made by auditors in preparing fiscal statements. 

The stock of this company is jointly owned by Messrs. Green and 
Brown, who have applied to the bank for a loan of §20,000 for ninety 
days to retire notes payable to the local bank and to the trade and to 
increase cash balances. They list as their personal assets their interests in 
the business, their equity in their homes, and rather nominal personal 
bank accounts. The men are forty and forty-six years of age, respectively, 
and well experienced in their field of manufacturing and distributing food 
products, consisting primarily of wrapped bread under their own labels. 

Summary 

History: The company was incorporated nine years ago and has 
operated at a profit each year. Most of the profits are drawn out in sa ar 

and no dividends have ever been paid. 

Method of operation: Sales and purchases are spread evenly throughout 
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the year, and both terms are on a 2 per cent m ten days, net thirty days 
basis 

Bank information Bank balances have been nominal with no overdrafts 
Loans have been in a reasonable amount, with no clean-up established in 
the past three years 

Trade information Most creditors report slowness in the trade, some 
shipments on a C O D basis 

Financial information Statements offered present favorable ratios, usu- 
ally used in determining the goodness of the credit Current assets are 
twice the amount of current liabilities Cash and receivables, as reported, 
exceed current debt Net worth is approximately equal to total debt 

Conclusion The application for credit xvas refused after thoroughly 
analyzing the statements (see Figures 160 and 161) and arriving at the 
following conclusions 


Figure 160 Balance Sheet for Ace Baking Company 
(October ^/, tp—) 

ASSETS 


C*ih S*«aa4 NaCsaul Ban): 
Accwintt HaeawabU 
lavaatory 

Raw Material 
In Proeeia 
Finifhed Cood* 

Due from Employeei 
Investment! 

Current Assets 


lie 094 

T 76J 

24 ?43 50,206 

3 392 
3 000 

” $152 252 


rixed Assets 

Machinery and Equipment 
X#ess Reserve lor Depreciation 
Delcrred Expense 


$24 093 

21 362 2 731 

93S 


|IS5 931 


UABIUTIES 


Notes Payable Second National Bank 
Notes Payable Trade 
Accounts Payable Trade 
Reserve for PICA and Other Taxee 
Current Liabilities 


$ 6,000 
q leo 
57 242 
3 111 


$ 75 533 


Chattel Mortgage Due Alter One Tear 
Balance ol Undrawn Officers Salariea 
Net Worth 

Capital Stock Outstanding $37 500 

Earned Surplus January 1 19 14 745 

Net Profit - 1 0 Months to October 31 19 23 727 


$ 75 972 


Total Llabilltiss and Wet Vorth 


$155 931 


Working Capital $76 7Z9 
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Bank credit required: Trade debt exceeds one month’s cost of matc- 
nals sold by $45,000 which would be needed to place the accounts on 
a thirty-day basis. A clean-up is also required of the bank notes for ^6 ooo 
and trade notes for $9,180. In addition, the profit and loss, or oper'atinc. 
statement shows return allowances equal to 10 per cent of sales which is 
undoubtedly due to faulty equipment, shown on the balance sheet as 
having depreciated to $2,731. This can be corrected only by the purchase 


Figure 161 Profit and Loss Statement for Ace Bakincr 
Company {10 months ended October 3/, i^-) ° 


Sales 



$301,668 

Less; 

Returns and Allowances 


30,177 


Net Sales 



Cost of Goods Sold 




Inventory January 1, 19 


$ 43,741 


Purchases 


178,666 




$222,409 


Less Inventory October 31, 19 


50,199 


Cost of Material Sold 


$172,210 


Direct Labor 


24,186 


Manufacturing Expense; 




Indirect Labor 

$ 3,618 



Rent 

9,189 



Freight 

837 



Supplies 

657 

$ 14,301 


Cost of Goods Sold 

Gross Profit 


Other Expense 

Office Wages $ 9,26l 

Advertising 1^143 

Commissions 18,174 

Tel. & Tel. 1»740 

Office Supplies 846 

Freight and Postage 956 

Insurance 1,041 

Accounting Service 558 

Auto £?^ense 936 

Miscellaneous Z,^IZ 


$271,491 


$210,697 
$ 60,794 


$ 37,067 


Net Profit 


$ 23.727 


of additional equipment which, at present prices, would cost approxi- 
mately $40,000. 

Bank balances should be increased by about $5,000 to aggregate one 
month’s operating costs, excluding purchases. Thus, total bank credit re- 
quired amounts to $90,000, as compared with the $20,000 requested. 

2. Adjustments to operating results: As previously mentioned, salaries 
are withdrawn at the end of each year when profits are determined, but 
this statement shows no such charges. As a matter of fact, the balance 
sheet shows a balance of undrawn salaries for the prewous year of $2,580. 
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The earned surplus for the nine \ ears' operations indicates that an a\ erage 
of only $1,500 IS retained m the business each jear It is, therefore, rea- 
sonable to lower the operating profit by $14,000 and accrue this as a 
liability 

The balance sheet shows no accrual for commissions, although the 
operating statement shows this charge averages $1,800 per month. It is, 
therefore, reasonable to charge $5,000 to operations and set up this as 
accrual liability 

These adjustments lower the net profit to $6,000, of which $2,000 will 
have to be set up as an income tax accrual This results in a net profit, 
after taxes, of about $4,000 as compared with total credit needs of 
$90,000 Inasmuch as this company is not on a seasonal basis, its only 
means of repa} ment yvould be through profits 

3 Balance sheet adjustments In addiDon to the aforementioned adjust 
ments totaling $19,000, working capital would further be reduced b) 
reclassifj mg as non-current $3,392 due from employees and Sjxxxj of 
mvestments, which ate adyances to an affiliate, and showing as conent 
liability the balance due on officers’ salaries totalmg $2,589 

Afwr considenng these items, raoos previousl) mentioned hate been 
considerably reduced beyond what ts considered the rule of thumb m 
analyzmg financial statements 

Questions for Study 

1 Determine the amount of past-due items m accounts receivable, and 
comment on the company ’s apparent collecaon policy 

2 Determine the number of months’ cost of sales that is represented m 
mventory , and comment on this tumoyer m this particular industry 

3 In rejecting this applicaoon, what adyice yyould you offer m lieu of 
credit? 
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Acceptances, 499, 509 
bankers’, 523-5^71 534-539 
trade, 386, 534, 542 
Accommodation paper, 166 
Account analysis form, 32-33 
Accountancy, 6, 1470., 159-161, 192, 200, 

289, 439-440 

development of, 169-172 
regulations of S.E.C., 172, 192, 233, 245 
Accountant’s Supplementary Information 
blank, 159 f. 

Accounts. See Assigned accounts. Income 
account, Surplus account 
Accounts receivable, 25, 385-390 
see also Receivables 
Advertising, newspaper, 59-60 
Advisory Reports, Moody's, 128 
Affiliated concerns, 144, 147, 186 
Agent, special, 398-400 
Agreement, hypothecation, 576-577 
pledge, 357-358. 536. 5^5 f-. 57 ° 
subordination, 296, 563, 576, 577-582 
Agricultural Banker, 493 
Agricultural compositions and extensions, 
632-633 

Agricultural credit. See Farm loans 
Agricultural Economics, Bureau of, 57 
Albany, New York, 69 
Alexandria, Egypt, 360 
Alleghany Corporation, 245 n. 

Allied Chemical and Dye Corporation, 
197 n. 

American Accounting Association, 192 
American Bankers Association, x, 6, 158, 
380 

Instalment Credit Commission, 435, 447, 
462 

American Institute of Accountants, 192, 
200 

American Institute of Certified Public 
Accountants, 147 n, 

American Law Institute, 388 
American Stock Exchange, 126!., 3370., 


.338 

American Telephone and Telegraph 
Company, 172 

American Warehousemen’s Association, 
X, 361 

Annals of Conmierce, 498 

Anmial Dividend Record, Moody's, 128 

Annual report, 3 1 

Antwerp, Belgium, 360 

Anyon, James T., 170, 171 n. 

Apparel Trades Book, The, 62, 86 
Arctic Circle, 70 
Argentina, 90 
.Arizona, 57, 89 n. 

Arkansas, 388 


Army, 386 n., 396 
Arnold, Thurman, 21, 603 n, 

Asets, current, 142-143, 207 

^° 7 . 243 ff., 322, 486, 

intangible, 147 
miscellaneous, 147-148 
Assigned accounts, histor)' of, 386 
illustrations of, 410-433 
legal aspects, 387-390 
loans on, 385-433 

mechanics of making loans on, 393-400 
types of, 391-395 

Assignment of Claims Act, 386, 388 
Assignments, for benefit of creditors, 617- 
622 

Associated Press, Inc., 147 
Associates Investment Company, 553 
Atlanta, Georgia, 97, 119 
Attorneys, 52, 60-61 

Attorney's List of the United States, The, 
61 

Australia, 89 f. 

“Bailie for hire,” 362 
Balance, compensating, 295-296 
and loan card, 37-38 
see also Trial balance 
Balance sheet, 51, 140 
analysis of latest, 321-333 
critical study of latest, 327-329 
description of, 141-152 
inaccuracy of last, 273-274 
internal analysis of, 202-207 
interpretation of, 166-207 
preparations for analyzing, 173-201, 214- 

215 

Baltimore, Maryland, 386 
Bank. See Bank of America, Bank of the 
United States, Boylston National, 
Chase Manhattan, Chase Manhat- 
tan National, Chase National, Ex- 
change National, Fanners Ex- 
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capital, 294-295, 495 
classification of, 25-27 ^ 
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Bank loans {Conttnued) 
losses on, 6-7, 600-601 
unsecured, 302-330 
see also Collateral bank loans. Loans 
Bank Management Commission 158 
Bank of Amenca, 460 
Bank of the United States, 602 n 
Bank suspensions, 602-606 
Bankers, agricultural, 495-497 
international, 519 
investment, 331-333 
mortgage, 372 

Bankers Almanac and Year Book, 58 
Banking Act of 1933, 602 n 
Banking Act of 1955, 195 
Bankruptcy, 149, 581, 583, 611, 614, 618, 
629-637 

Bankruptcy Act, 387!,, ^3®* 

632 

Banks See Commercial banks. Credit de- 
partment, Federal Reserve System, 
National banks, Pnme banks. Trust 
companies 

Barrow, John M^lie, 170 
Bartow, Wade, Guthne & Co^ t7on 
Baxter, James P , x, 338 n 
Benedict vs Ratner, 387 
Beneficiary, 498, 510 ff, 3:7, 332 ff 
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1*4 130-133 

Bert's Ftre and Casualty Insurance Re- 
ports, 130 
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Bert’s Safety Directory, 15s 
Better Business Bureaus, 52 58-60 
Bill of exchange, 322, 342 n 
Bill of lading, 511, 320-321, 523/., 336 
Bishop’s Service, Inc^ 94, 122, 123-124 
Blading, 320 
Blettner, Edward F,, xii 
Blue Book, no 
Bolivia 90 
Bond Outlook, 130 
Bond Ratings, Moody’s, 129 
Bond Record, Moody’s, 128 
Bond Reports, 130 
Bond Survey, Moody’s, 128 
Bonds, IX, 23, 89, 150, 468 
as collateral, 332, 337-358 
debenture, 230 
registered, 348 
U S Savings, 347 

Borrowers, affiliated with bank, 602 
commercial paper, SS4“S5^ 
information from, 44-32 
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relations between bank and, 292-301 
types of. 332-336 

Boston, Massachusetts 6, 69, 97, 10: 
Boston Stock Exchange, 337 n 
Bowdre. Paul H , 379 n 
Boylston National Bank, Studley vs^ 379- 
580 

Bradstreet, John 63 
Bradstreet Co , 63 
Brazil, 90 f 
British Guiana, 90 
Brokers, 336-337 
commercial paper, 548, 530-333 
customhouse, 517-318, 523 
note, 548, 349 n 
stock, 33*-J3J 
Brookings Institution, 291 n 
Budget, Bureau of the, Si 
Budgets, 141, 488, 491 
business, 233-270 
Buell, James, 169 f 
Bulwark of the Republic, 65 n 
Bureau See names of individual bureaus 
Business enterprises, 81, 96-116 
Business failures, 588<^6 
and bank suspensions, 602-606 
causes of, 592-394 
fraudulent, 179 n 
tustoty of, 568-589 
interpretation of records of, 589-396 
and management, 589-592, 594-596 
and wholesale pnees, 596-600 
Business Statistics, 57 n 
Boner, price of, 5^ 

California, 67, 417 

Canada. 58, 61, 66, 70, 89 f, 116, 119 

Canadian Pacific Railway Company, ijo 

Cannon, James G,, s 

Capital, *75-277 

worlang, 207, 263-266, 267-268, 269- 
270. 294-295, 589. 590 
Canbbean area, 533 
Casualty Index, 117 
see also Insurance 
Catalogues, 147 
Census, Bureau of the, 57, 89 
Centra! America, 90 
Central Lumber Co v Kelter, 575 n 
Central states, 368 

Camber of Commerce, International, 300. 
5J3 

Chandler Act, 387, 630 
Chapman, Wilbam R , xii 
C3iai^ account banking, 460-462 
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Chase Manhattan National Bank, 5 n. 
Chase National Bank, 5 n., 603 n. 
Chattanooga, Tennessee, 130 
Chattels. See A-Iortgages 
Check credit plan, 458-460 
Checkings. See Bank checkings, Trade 
checkings 
Checks, 31, 408-409 
travelers’, 545-547 
Cheese, Swiss, 359 n. 

Chemicals, 99, 101-102 
Chicago, 6, 59, 66, 88, 97, 102, 386 
agencies in, 106, 108, 110, 122, 124, 
130 

Chicago Board of Trade, 124, 3370. 

Chile, 90 

Cincinnati, Ohio, 102, 130 
Cincinnati Stock Exchange, 337 n. 

Civil Aeronautics Administration, 56 

Civil War, 168, 386, 548 

Claims. See Assignment of Claims Act 

Clancy, William, 107 

Clark, E. S., 151 n. 

Cleveland, Ohio, 59, 97, 602 n. 

Coated products, leather and, 98, 10 1 
Cocoa, 598 
Cold storage, 535 

Collateral bank loans, 23-24, 26, 331-383, 
647-648 

chattel mortgage, 370-372 
insurance policy, 379-383 
notes as, 386, 565-567 
procedure in making, 347-349 
and Regulation U, 341-346 
stocks and bonds as, 337-358 
types of borrower of, 332-336 
typical requests for, 349-356 
Collection, 115-116, 206, 305, 456-457, 539, 
609-637 
Colombia, 90 

Colonial business organization, 65 
Colorado, 57, 66, 89 n. 

Colorado Stock Exchange, 337 n. 
Commercial and Financial Chronicle, 58 
Commercial banks, 334, 368-369, 498 f., 
534. 549 

loans by, ix-xi, 3, 294-296 
Commercial Credit Company, 553 
Commercial Investment Trust, Inc. 
^ (C.I.T.),553 

Commercial paper, 97 
history of, 548-549 
mechanics of investing in, 549-556 
open market, 548-560 
Commissions, 500, 509-5 ii, 536 
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Commodmes, 360 ft., 535, 59, 
loans on, 26-27,358-359 
Compositions, 614-617, 622, 63:^533 
Connecticut, 388 
Consularizadon, 507, 521 
Contracts, 499, 532, 569!., 

Converter petition, 633 
Cook, H.E., 303 n. 

Coolidge, John Calvin, 690. 

Copper, 597 f. 

Copyrights, 147 

Corporations, 65, 296, 562-564, 570, 575- 
576, 633-634 

subsidiary, 144, 186-188, 576 
Corporation Records, Standard, 129 
Correspondence with borrower, 33 f., 44- 
45. 50-52 


Correspondents, 69, 549-550 
Cost accounting, 32, 289 
Cotton, 145, 359, 535 J97 

Covenants, financial, 478-479 
Credits, assignable, 508 
back-to-back, 510 
call or stand-by, 467-468, 469 
cumulative, 501 
description of, 477-478 
extension of, vii-viii, 503-504 
factors affecting risk, 473-475 
foreign, 517-523. 527-532 

irrevocable, 529-532, 533 
lines of, 50-51, 292-293,459, 529 
non-cumulative, 501-502 
revocable, 500-501, 529-530 
revolving, 467!., 501-502 
secured, 413-433, 503-504 
unsecured, 304-330, 503 
see also Instalment credit, Letters of 
credit. Loans 

Credit and Financial Management, 113 
Credit Bureau of Montreal, 119 
Credit Clearing House, Inc., 86 n. 

Credit department, development of, 5-6 
functions of, ii, 23-25 
operations of, 18-25 
records used by, 22-23, 38-39 
responsibility of, 43 
Credit file. See Credit folder 
Credit folder, contents of, 29-37 
description of, 28-29 
farmer’s 487-493 
supplementary records m, 37-39 
Credit information, antecedent, 138, 2B3, 
302, 304, 306-308, 309, 316, 3'9' 

321 

from borrowers, 44-52 
categories of, 138-141, 283, 302 
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Credit infonnation {CoDUmitd) 

financial i}8, iSj, 302, 305-3061 308, 
309'3>3. 3>7-3'9* 3if-3“. JM-3*y. 

foreign, 24-25 

mvestigauonal, 138, 283, 302, 304* 3‘5» 

316-317.3*3-324-3^5-3*7 

from outside sources, 52-61 
sources of, 43-61 
supplementary, 72, 73 
Credit Interchange bureaus, 114-1*5 
Credit Management Handbook, i#3 
Ctedvt WenS ^iss'ytsits'c.'R, 

Credit reponer, 67-69, 70-71 
Credit repons, 75-78, 90 
Credit Research Foundanon, Inc^ • *3 
Creditors, assignment for benefit o^, 617- 
622 

committee of, 610-614 623 
Cuba, 90 
Curms, 592 

Custom house broker. 5 17-518, 523 
Customs, United Sutes, 507, 517, 5**» 5*3 
Cutting up trade, loo-ioi 

Daily Corporation Nevs, 129 
Daily Dtvtdend, 130 
Dairy products, 5^ 

Dallas, Texas, 130 
Damon, Roger, 458 
Dartmouth College, 113 
Deilen, JS«-JS7. 44!-44!. .(> I- 

Debt, 207, 219 
Denver, ^lorado, 6 
Department stores, 501. 662-660 
Deposits See Bank deposits 
Deprecution, 222, 224 
Depression, Gttat, ix, 3, 549, 556, 597. 630 
Detroit, Michigan, 88, 97, 602 n 
Detroit Stock i^changc, 337 n 
Dumonds, 548 
Directories, 52, 38 
Disbursements, 376 
Discounting, 455, 499, 526, 336, 539 
Discounts, losses on, 6-7, 600-602 
m national banks, 6-10, 21-22 
District of Columbia, 361 
Divide Count>, North Dakota, 70 
Dividend Puneked Card Sennee, tjo 
Dividend Record, Moody's, 128 
Dividends, lo-it, 13-16, 152, 119. *45f*» 
*97 

Douglass, B,, & Co, 83 

Drafts, 498, 304-503. 5*»-5*3. 539 
clean, 539, 34* 
sight, 324 
tune. 5*4. 534 


Dteher, G 0,35911 
Drexel Institute, 5 
Dfj' goods, 238-240, 241, 348 
Dun, R- G, & Co, 63, 690, 83, 86, 89 
Dun, R G, Corporauon, 97 n 
Dun & Bradstreet, Ine, 33, 61, 93 f, 97, 
101, 103, 107, 241, 355, 5880 
Credit Oearing^Division, 84-86 
Credit Report ueparonent, 63, 65-7B 
“Free Demand Service," 91 
Intemauonal Division. 89-91 
Magazine Dnision, 92 
Marketing Sen ices Company Dixisuw, 
91-9* 

Mercantile Qaims Division, 91 
Municipal Senice Department, 86-89 
operations of, 62-92 
Reference Book Department, 80-84 
see alto Reference Book 
“Reminder &mce," 91 
Specul Service Division, 80 
Dun & Bradstreet of Canada. Limited, 66 
Dun's Reviev}, 92 

Dun's Renev) and Modem Industry, 58, 
63. 92 

Durable goods, 397 

East Nonh Central sutes, 241 
East South Central sutes, 84, 241 
Ecuador, 90 
Edmonton, Canada, 70 
Dectronics, 98, tot-102 
Elmira & Wiiliamsport Railroad Com- 
pany, 130 

Endorsement, accommodanoit, 370 
England See Great Bnuin 
Europe, 90, 533 
Exchange, bills of, 322, 54B n 
Exchange Nation^ Bank, Klauder vs, 
387 n 

Exchanges, loans and, 280 
Exporters, 498, 335, 537 
Extensions. 609-610, 632-633 

Faaors. 83, 394-395 
Failures, fraudulent, 279^ 
see also Business failures 
Far East, 532 
Farm loans, 483-497 
agricultural bankers and, 493-497 
agncultural compositions and extcn 
sions, 632-633 
ezanmlcs of, 6J8--646 
and fanner's credit file, 487-493 
principles underlying, 483-487 
Farmers Exchange Bank, 167 n 
Federal Communications Commission, 36 



Federal government, ix, 3, lo-ii, 16, 347' 
Federal Housing Administration, 375 
(Mortgage Insurance Program, 372-373, 
375 

Federal Land Bank, 639 
Federal Power Commission, 56 
Federal Reserve Act, 6, 159, 293, 375 
Federal Reserve Bank of Kansas City, 215 
Federal Reserve Bank of New York, 159, 

215 f-. 556 

Federal Reserve Bulletin, 58 
Federal Reserve System, 192 
Board of Governors of, 57, 159, 346, 
358, 466, 472, 475, 604 
districts, 66 , 493 

member banks, 7, 15-18, 159, 293, 334, 
475. 53 < 5 . 549. 554. 5 < 5 o, 600-602 
Regulation U, 341-346 
Regulation V, 386, 396 
Federalist, The, 629 
Fees, 1 23-1 24, 280 

Fidelity and Guaranty Company, United 
States, 61 

Fig industry, 359 n. 

Finance companies, 334-335, 386, 436, 553, 
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and mercantile agency reports, 35 
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typical forms of, 153-165 
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Folklore of Capitalism, The, 603 n. 

Food, 597 

Foreign and Domestic Commerce, Bureau 
of, 57 

Foreign trade, 24-25, 532, 538-539 
Forgan, James B., 21, 167 
Forgery, 545 

Fourth National Bank of New York, 5 n. 
France, 89 

Franklin National Bank, 460 
French Guiana, 90 
Funded^ obligations, 149-150 
Furniture trades, 102 ff., 145 

Gannaway, Robert K., x 
General Electric Corporation, 553 
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General Moton, 172, 338 
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Georgia, 89 n. 

Germany, 89, 168 
Gilbart, James William, 5-6 
Glasgow, Scotland, 89 
Grant, Ulysses S., 69 n. 

Grau, Walter A., x 
Great Britain, 89, 360-361, 533 
Green, Hetty, 171 n. 

Grocery trade, 93, 548, 666-671 
Guaranties, 297-299, 500, 567-576 
continuing, 568, 570 
corporate, 570, 575-576 
customer’s, 509 
limited, 567-5(59 
Guthrie, Edwin, 170 

Handbook of Widely Held Common 
Stocks, Moody’s, 128 
Hansen, George A., 6290. 

Hawaii, 361 

Hayes, Rutherford B., 169 
Hendrick, Burton J., 65 n. 

Henr)’ III (England), 331 
High Point, North Carolina, 102 
Highway construction companies, 652-657 
Hill’s Reports, Inc., 94, 122, 124 
“History of Railroads and Canals,” Poor’s, 
129 

Honolulu Stock Exchange, 3370. 
Hooper-Holmes Bureau, Inc., 94, 116-117, 
119 

Hosiery, 236-238, 240 
Hunt, Seth B., 166 
Hypothecation agreement, 576-577 


Idaho, 417 

Illinois, 67, 389, 569, 575 
Importers, 498 

Income account, 215-217, 265, 267, 269 
Income accrual, 456 

Income statements, 140-141, 232-241. 24 , 
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md manipuladon of profit figures, 23-- 
236 

typical, 2 19-23 1 



682 INDEX 


Indenrures, trust, 151 n 
Indiana, 89 n 

Industrial Classification, Technical Com- 
mittee on, 80 f 
Industrial revolution, 360 
Industry Surveys^ tjo 
Inflauon, currency, 168 
Inquiry tickets, 66-67 
Insolvency, 584 
Instalment credit, 435-463 
bank pohcies, 437-444 
billing, 455-45*5 

business development methods, 438-439 
charge account banking, 460-462 
check credit plan, 458-460 
collection procedures, 456-437 
credit approval, 451-453 
credit investigation, 448-451 
creditor insurance, 442 
creed, 462 

dealer transactions, 443-445, 453-455* 
457 

discounting, 455 

experience record in hanks, 446-447 
income accrual, 456 
ledger records, 456 
operating procedures, 447-458 
protective and control measures, 457- 
4j8 

ntes, 440-441 
rebates, 442-443 

service charges and fees, 441-442 
special forms of, 45S-462 
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S cs of, 436 

ment Credit Commission, 435, 446- 
447, 462 
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loans on policy, 379-383 
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395, 448-451,601 
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trade, 71-72 

Investment bankers, 332-333 
Investment manuals, 51-33, 61, 233-134 
Investments, study of, 197-199 
Invoice, 408, 505-506, 524 
U S customs, 507, 521, 323 
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Jewelers Mercantile Agency, Ltd , 105 
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Ledgers, 408, 456 
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Letter of credit, 498-547 
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bases of credit extension, 503-504 
export, 5*0. 5*7-53* 
unpon, 504-527 
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charged-off, 457 
chattel mortgage, 370-372 
to contractors, 394 
demand or call, 333 
direct, 37, 159, 438. 44 ^ 
by Federal Reserve Banks, 159, 293, 

334. 475 
indirect, 37 

from individuals to small corporations, 
296 

industrial and commercial, 648-674 
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Collateral bank loans. Farm loans. 
Slow loans. Term loans 
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